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Preface to the Third Edition 


World War II caused many changes in the field of banking. 
While most of these changes were quantitative, a few were qualita- 
tive. The authors are indeed happy, and perhaps fortunate, to 
record that none of the established principles of money and bank- 
ing set forth in the previous editions has been invalidated in the 
recent cataclysm of global war. 

In this revision, the text has been brought up to date as far as 
possible. In most faotual material, it has been brought up to early 
1940 and in many instances as far as July, 1946. 

The authors desire to record their indebtedness to colleagues at 
New York University and many other universities and colleges 
where the text is used for valuable suggestions and assistance in 
making it more serviceable in the classroom. In particular, the 
assistance and practical experience of Doctor Sipa I. Heller has 
been of immeasurable value to us. 


The Authors 




Preface to the Revised Edition 


In this Revised Edition, the text has been brought up to date as 
far as possible, mainly to the spring of 1940. While political and 
economic disturbances throughout the world may affect the factual 
data contained in any current work in the field of money and bank- 
ing, they will not invalidate such principles as have been estab- 
lished. Violations of sound principle will, in the long run, serve 
only as further proof of the principle. 

In recognition of the increased importance of the investment 
function in commercial banks, and because of the growing need 
for credit control, a chapter in each of these fields has been added. 

The opportunity has also been taken to rearrange subject matter 
along lines which classroom experience has indicated to be desir- 
able. In this connection and in many other ways, the authors are 
indebted for helpful suggestions to numerous teachers who have 
used the earlier edition as a text in their classes. 

Th» Authors 
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Preface to the First Edition 


The first requirement of a text is that it present clearly the 
fundamentals of the subject. The next, and equally important, 
requirement is that it impress these fundamentals, by historical 
and current practical illustrations, upon the student’s mind. It 
is hoped that both these requirements have been met. 

The pedagogical and practical value of the present volume has 
been enhanced by review questions and problems at the end of 
each chapter. 

While the text is intended primarily for a full-year course, it can 
be adapted to a one-term course by eliminating certain chapters, 
such as those on noncommercial banking. 

Since the text is the joint product of four authors who have ex- 
pressed their individual viewpoints on their respective subjects, 
the authorship of each chapter is indicated by the initials of the 
author at the end of that chapter. 

The authors acknowledge, with thanks, their indebtedness to 
numerous associates, students, and friends who have in various 
ways contributed to the preparation of the manuscript. Among 
them are Edward H. Bishara, Gaines T. Cartinhour, S. I. Heller, 
Harold C. Knapp, Marie D. Kohlerman, Howard Rumpf, and 
Bertha Toepel, of the staff of the School of Commerce, Accounts 
and finance of New York University. 

In the field of banking the authors are indebted to: Mason 
Bogen, Journal of Ckwnmeroe, New York; James M. Landis, chair- 
man, Securities and Exchange Commission,* M. R. Neifeld, stat- 
istician, Beneficial Management Corporation; W. Hugh Peal, 
member of Chadbourne, St&nohfield and Levy; Prank W. Sira- 
monds, deputy manager, American Bankers Association; Arthur 
C. Vogt, assistant treasurer. Guaranty Trust Company of New 
York; and 0. W. Wickland, assistant cashier, WeSfchfWgo Bank 
and Union Trust Company, San fVaaciseo. 


Tan Authobs 
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CHAPTER 1 


Money and Credit 


Barter. Man has never been able to make with his own hands 
all the things his heart desired. Even the most primitive savage 
tried by stealth or force to get the things he could not or did not 
produce for himself. The first rudiments of intelligence showed 
him the advantages of trade. First by chance, and later by design, 
some men produced or acquired more of certain things than they 
needed for their own use. Then one man, having a surplus of fish 
and a need for skins, would seek out another who had a need for 
fish and a surplus of skins and exchange with him. 

This direct exchange of one commodity for another commodity, 
other than money, we call barter. It is an inconvenient and time- 
consuming method of trad©, for it requires a double coincidence of 
demand. A man having one thing to trade must find another who 
both wants that thing and has something acceptable to offer in 
exchange. Further, the two things to be exchanged may be of un- 
equal value, so that one man must offer something to boot which 
will be acceptable to the other, and this causes further difficulty. 

Barter still prevails among backward peoples, and its kinsman, 
payment-in-kind, is also widely in use among them. Nor are these 
methods of exchange entirely unknown to the modem business 
world. A large percentage of new automobiles is paid for in part 
by “trading-in” used cars, with money or credit used to pay the 
difference. Such partial barter transactions are common in many 
lime of business, labor, especially on the farm, is frequently paid 
for with food, shelter, and clothing, and the practice of paying farm 
tent with nAarebf the crop iaoommon, 

i ’ , ! ’ I ■ . J 1 1 ' 
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The advanced business community of today normally relegates 
pure barter to a r61e of comparative unimportance. Any largo 
increase in barter in our time is an atavism, produced by misman- 
agement of facilities which civilization has developed through 
countless generations and given us in trust for the future. It is 
obvious that only a small fraction of modern commerce could be 
sustained if barter were to become the sole method of trading. 

Early mediums of exchange. In the earliest communities it 
soon developed that some one thing was used or desired by nearly 
everyone, and was also generally available, although in limited 
quantities. This commodity became the standard measure by 
which other things were compared in bartering. It was also ex* 
changed directly for other things and was held as a store of pur- 
chasing power, with assurance that it could later be exchanged for 
other commodities as they were needed. Thus it came to serve a 
three-fold purpose: it was a standard unit of barter, it was a me- 
dium of exchange, and it was a store of purchasing power against 
future need. 

What particular commodity would be chosen as a standard unit 
of barter or medium of exchange in any given community depended 
upon various factors, such as location of the community, climate, 
and cultural development. Thus, jniople living by the sea chow 
shells or fish-hooks as a medium of exchange. In cold regions, 
skins and furs were universally needed for clothing, and so were 
used as a medium of exchange. Tropical tribes, having little need 
for clothing and being lavishly supplied with food by Nature, were 
able to concentrate their lazy efforts mainly upon the gratification 
of the universal craving of man for personal adornment. Beads of 
shell and turquoise; teeth of the whale, the shark, and the por- 
poise; the brilliant plumage of tropical birds; elephant tusks, tiger 
claws; implements of war and the chase — all these wore widely de- 
sired as ornaments, and most of them have been used as mediums 
of exchange in one tropical region or another. As men progressed 
in wealth and culture their desires changed, and different commodi- 
ties became mediums of exchange. 

Shells. Cowry shells, taken from the shallows of the Indian 
Ocean and pierced for stringing, were used for centuries as a me- 
dium of exchange among the islands of the Indian Ocean and tike 
South Seas, on the West Coast of Africa, and in the southern and 
southeastern parts of Asia. Cowries were found in the ruins of 
Nineveh; Marco Polo reported that porcelain shells wen imported 
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into the province of Yunnan and used for small change; Ya-King, 
the oldest book of China, mentions cowries and tortoise shells ; and 
they are still used as a medium of exchange in isolated parts of 
India, on the West Coast of Africa, and in the South Seas. The 
wampum beads of the North American Indian are familiar to every 
schoolboy. Dentalium shells were used by the Indians of Cali- 
fornia. 

Oxen. After man tamed the ox and the sheep and progressed to 
the pastoral stage of development, his property consisted mainly of 
his herds. Cattle and sheep provided him with food and clothing, 
and, in case of need, even with cover for his tent. Throughout 
most of the temperate zone of Europe, Asia, and Africa, the unit of 
the herd — the cow — became the standard unit of barter. 

A scale of physician’s fees appearing in the Zend Avesta of an- 
cient Persia listed the ox, the cow, the sheep, a meal of meat. Ac- 
cording to Aristotle, the cow was the unit employed by Dionysius 
in assessing taxes upon the people of Syracuse. Down to the 
fourth century B.C., Roman fines were levied in cows and sheep. 
In the Homeric poems, probably written in the ninth century B.C., 
values were expressed in oxen; 1700 years later, Charlemagne, in 
dealing with the Saxons, was compelled to translate the value of his 
coin, the mlidus, by equating it to the value of an ox. In modern 
times we find ten cows to be the standard price of a wife among the 
Zulus. 

Our word pecuniary is derived from the Latin pecunia (money), 
which came from pecus (cattle). More important, when men 
came to use metals as mediums of exchange, they generally meas- 
ured or weighed out a unit which was equivalent in value to a cow. 

Metals. Gold and copper, being found in the pure state, were 
probably the first metals to be discovered and used by man. The 
Rig Veda, oldest book of the Aryan race, refers to both of these 
metals, but not to silver. Silver, as well as gold and copper, was 
known to the Egyptians 3,000 years before Christ. Tin (which 
combined with copper to make bronze) and iron probably came 
later. Gold, eopper, silver, bronze, and iron eared as ornaments 
at sa implements of primitive agriculture, cookery, war, and the 
chase. They were also used in various shapes as mediums of 
exchange. 

Iron, as a medium of exchange, took the shape of a hoe in China, 

Aniuua, Siena Leone, and among the Hottentots; a fish-hook, along 
tho shores of the Indian Ocean; an ingot, in Cambodia. The hoe 
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was later formalized into the hoe money of China. Similarly, in 
old China, the medium of the bronze knife, which was shaped like 
an old-fashioned razor blade with a pierced disc at one end, gradu- 
ally lost its blade and finally became the cash, the copper disc usod 
as small change in the interior of China today. 

Copper pots and spikes became common mediums of exchange on 
the shores of the Mediterranean after men discovered a method of 
refining the ores on the isle of Cyprus. These spikes may have 
been the forerunner of the obolus, a strip of copper convenient in 
size for use in exchange. 

Variations in the weight and purity of these different units prob- 
ably led men to feel the need for coins which could be stamped to 
certify a definite weight and fineness. 

Early coins. The first known coins were struck in Lydia alxmt 
700 B.C. They were made of unrefined electrum, consisting of 
about three parts of gold and one part of silver, taken from tho 
sands of the Pactolus, the river in which Midas was said to have 
washed away his accursed touch of gold. Most of the fabulous 
wealth of Croesus, last of the Lydian kings, is supposed to have con- 
sisted of gold. Darius the Great coined the dark and made it the 
standard coin of the Persian Empire. Philip II mado the stater 
the standard coin of Macedonia. In the third and fourth centuries 
B.C., the Greek states struck coins of a beauty that has never sinoo 
been surpassed, if equalled, despite our scientific knowledge and the 
improved equipment of our modern mints. 

Copper. The beautiful gold coins of Greece did not attain wide 
use, because gold was too scarce and valuabio. However, copper 
was more plentiful, especially after the supplies of Cyprus became 
available. Rome adopted as a standard the eopper as (|H>und), 
consisting of twelve unciae (ounces), and eopper eame into general 
use as a medium of exchange. While it is stilt the chief element 
used in making coins for small change throughout the world, it be- 
came too plentiful and hence too cheap for practical use in larger 
transactions. The time came when a Roman matron required, for 
a day’s marketing, more copper than she could carry. The eight* 
daler copper coin of Sweden was a slab measuring IS x 24 indbcc 
and weighing 31 pounds. 

Silver. Silver was known to the Egyptians 3,000 years before 
Christ and was mentioned in Chinese Haiti** dating front 2,000 B.C. 
The mines of Laurium, in Attica, are well known in Cheek history. 
However, it wee not until Rome had driven the Carthaginians out 
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of Spain in the Second Punic War (218-201 B.C.), and the Span- 
ish mines had been brought into large production, that silver came 
into sufficient supply for general use as a medium of exchange. 

Silver began rapidly to replace copper as the principal medium of 
exchange soon after 200 B.C., and for the next 2,000 years (until 
the second half of the nineteenth century) held the center of the 
world’s monetary stage. The opening up of the New World added 
to Europe’s stock of the precious metals, especially after the con- 
quest of Peru and Mexico and the discovery of the rich silver de- 
posit of Potosi in Bolivia (1545). 

Silver is still an important factor in the monetary systems of the 
world, although it has been demoted to secondary rank almost 
everywhere. 

Gold. While some gold was found in many parts of the world 
and everywhere held in high esteem from earliest times, it was not 
in sufficient supply for general use as a medium of exchange until 
the nineteenth century A.D. Soon after the discovery of America 
the world’s annual production reached 200,000 ounces. This was 
a large amount in comparison with the then existing supply, but at 
that rate a full century would have been required to equal the pro- 
duction of a single year in our time. By 1740 yearly production 
passed 600,000 ounces, the figure at which it stood a hundred years 
later, in 1840. 

The modern gold era dates from the discoveries in California 
(1848) and Australia (1851). Almost at once, production was in- 
creased ten-fold, to 6,000,000 ounces a year. Important discoveries 
were made in British Columbia and New Zealand in 18.58. South 
Africa came into production in the ’eighties. Between 1890 and 
1897 production doubled again, following the perfection of the 
cyanide process of extracting gold from ores in 1891 and the further 
development of the South African fields, and passed 11,000,000 
ounces a year. The next decade, dating from the Klondike discov- 
eries in 1897, saw production almost doubled once more. It rose to 
20,000,000 ounces in 1907, and was nearly 40,000,000 ounces in 

1941. Gold production dropped to about 36,500,000 ounces in 

1942, because of diversion of labor and equipment to the extraction 
of ores required for war purposes. 

Gold is the most acceptable medium of exchange throughout 
nearly all of the modem oommercial world 

Definition of money. Money, apart from its legal significance, 
may be defined as any medium of exchange which is (1) widely 
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accepted in payment for goods and services and in settlement of 
debts, and is (2) accepted without reference to the standing of the 
person who offers it in payment. 

The words widely accepted are admittedly indefinite. Nation- 
wide acceptance would unquestionably satisfy this part of the defi- 
nition. Acceptability throughout a smaller area would qualify 
under special circumstances. For example, if a distinctive medium 
were accepted by everyone in the Hawaiian Islands, though only 
there, and if it met the second test of the definition, there would be 
no objection to calling it money. 

The second test, accepted “without reference to the standing of 
the person who offers it,” is used to distinguish money from cheeks 
and similar instruments which usually pass only on satisfactory 
identification and indorsement. 

Credit and credit instruments. The term credit is employed 
with many different meanings. The student of banking will do 
well to think of a credit as being a promise to pay money. How- 
ever, he will find that these promises are usually redeemed not with 
money but with other credits. 

A credit instrument is a written promise, or order, to pay a defi- 
nite or determinable sum of money to bearer, or to a specified per- 
son or his order (a credit that has been put into tangible form), as 
a promissory note, a bond, or a bank note. A cheek is a credit 
instrument within this definition. It is an order on a bank, pre- 
sumably based upon the drawer's deposit with the bank and the 
bank's promise to honor the drawer’s order, and the drawer tacitly 
agrees to “make the check good”- if the bank should for any reason 
fail to honor it. The same reasoning applies to drafts, or Mila of 
exchange, drawn against banks or others. 

Book credit is merely the seller’s or creditor's own written record 
of a claim against the buyer or debtor. It is not a credit instru- 
ment or even a promise to pay, but it may be supported by evidence 
— documented or otherwise, such as a written order or receipt for 
merchandise — which will help the creditor to enforce his claim. 
Similarly, a bank deposit is not a credit instrument but merely the 
debtor’s (bank’s) own record of its promise. A duplicate deposit 
receipt given to the depositor or an entry in his pass-book is im- 
pliedly a credit instrument. 

A stock certificate, sometimes improperly classed as a credit In- 
strument, is an evidenoe of ownership in the imuing corporation and 
not a promise to pay. 
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Credit, in one form or another, is the means of payment used in 
nearly all business transactions today. 

Value and price. It is necessary that the student of money and 
banking distinguish clearly between the terms value and price. 
The value (exchange value) of a thing is its purchasing power over 
other goods and services generally. In other words, the exchange 
value of a thing is measured by the quantity of other things for 
which it can be exchanged. For example, a bushel of wheat may 
exchange for two bushels of oats, or 200 pounds of coal, or five 
yards of cloth, or two hours of labor, and so forth. 

The price of a thing is its purchasing power over money, that is, 
the amount of money for which it can be exchanged. 

From these definitions, it follows that the value of money is the 
reciprocal of the prices of goods and services generally. If the 
value of money doubles, the average of prices must be cut in half ; 
if the value of money is reduced by three-fourths (divided by four), 
the average of prices is quadrupled. Changes in the average of all 
prices would thus provide an accurate measure of changes in the 
value of money. 

To calculate the average of all prices would be a hopeless task. 
For this reason, the average of the prices of a selected group of rep- 
resentative commodities (or of commodities and services) is used to 
measure the value of money. Changes in this average measure 
reciprocal changes in the value of money. Obviously, the accuracy 
of such measurement depends upon the degree in which the average 
of such selected prices truly represents the average of all prices. 

Kinds of money. There are three main kinds of money: (1) 
commodity money, (2) credit money, and (3) fiat money. 

(1) Commodity money. Commodity money is money whose 
value is approximately equal to the value of the material contained 
in it. For example, as long as gold is worth $35 an ounce in the 
United States, a twenty-dollar gold coin containing four-sevenths 
of an ounce of pure gold would be commodity money. With silver 
at fifty cents an ounce, a silver dollar consisting of two ounces of 
silver would likewise be commodity money. Gold, silver, and cop- 
per are the principal metals that have been used for money in this 
way. 

When a government makes a charge for coining bullion which is 
equal to or teas than the actual eoet of coinage (including purchase 
of alloy), the charge k called brvmye; a charge sufficient to yield 
a profit is known as ic^moroge. A ooin on which such a charge is 
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made may have a value higher than that of its constituent metals, 
and this excess value is also sometimes referred to as seigniorage. 1 
The existence of a large seigniorage profit removes the coin from 
the commodity money class and throws it into the second or third 
class. 

(2) Credit money. Any credit instrument that is widely ac- 
cepted in payment for goods and services and m settlement of debts 
without reference to the standing of the person offering it in pay- 
ment, is credit money. 

Credit money, being itself a promise to pay money, presupposes 
the existence of another form of money in which it may bo re- 
deemed. This basic money is usually referred to as the money of 
redemption, or standard money. 

As long as credit money can be redeemed without expense, delay, 
or other difficulty, its value will be the same as that of the money 
in which it is redeemable. If any barrier is placed in the path of 
redemption, the credit money may depreciate in terms of standard 
money by an amount sufficient to discount the holders' estimate of 
the barrier. If redemption is temporarily suspended, the deprecia- 
tion may at first measure public doubt as to whether, or when, or 
at what rate, convertibility will be restored. 

However, complete loss of all faith in ultimate redemption does 
not usually mean that inconvertible credit money will lose all of its 
value. In the first place, the material of which the money is made 
may have a value which will mark the lowest point to which the 
value of the money can fall Seoond, there may be such a relative 
scarcity of money that the irredeemable credit money will rotain a 
value far above that of the material in it. This outcome is prob- 
able if further issuance of tho inconvertible money is restricted 
and, especially, if the government declares its willingness to aoeept 
the money in payment of public dues at par or at some relatively 
high percentage of par. A decree that all private creditors must 
accept the money in settlement of debts will tend further to bolster 
its value. 

Money which the debtor is authorized by law to offer in payment 
of debt is called legal tender. 

Bank notes and much of tho paper money Issued by govermnente 
are tfeimples of credit money. When a country adopts one of the 
, 

*Thf timjeturtemv owunally meant the eh am of the Mtisneur, or Jail, Mum 
to cover both tfce aspMMM au<l profit* of coinage. Profit from coinage i» mum 
properly dratoNMg' MaStfilttS«0 profit. 



MONEY AND CREDIT 


9 


precious metals as standard money, it usually issues subsidiary 
coins made of cheaper metal, such as nickel and copper, with an 
express or implied promise to redeem them in standard money. 
Such subsidiary coins are credit money. They are sometimes called 
token or minor coins. 

(3) Fiat money. Fiat money, as its name implies, is money by 
command (fiat: let it be done). If the United States government 
should take a piece of paper, or metal, or any other material, having 
a value substantially below $10, and print or stamp on it the words, 
“This is $10,” without holding out any prospect of redeeming it 
with other money, and then should put it into general circulation as 
money, that would be an issue of fiat money. Legal tender power, 
or at least acceptance in payment of debt to the government, is usu- 
ally necessary to give general acceptability to fiat money. It will 
have a value in excess of that possessed by the material in it if its 
supply is sufficiently limited in relation to the demand for it. The 
essential quality of fiat money is that its value is independent of the 
material from which it is made, as well as independent of any prom- 
ise to redeem it in other money. 

Much of the world’s fiat money started out as credit money, 
issued in varying degrees of good faith. Later the promise was 
repudiated by the issuer, and the money continued to circulate as 
fiat monoy because it had legal tender power, or was acceptable in 
paying public dues, and beoause it was relatively scarce. 

Coins having a high seigniorage profit and not backed by a prom- 
ise to redeem them in other money are fiat money. If their value 
declines to a point substantially equal to the value of the material 
of which they are made, that is, if their seigniorage profit almost 
disappears, they then become commodity money. Seigniorage 
profit may also be wiped out by a rise in the value of the material 
used in the coin, and a fiat coin may thus become commodity 
money. 

Legal tender. Legal tender was defined earlier in this chapter 
as money which a debtor is authorised by law to offer in payment of 
his debt. If a creditor refuses to accept legal tender, when offered 
at the proper time and place, he cannot collect any further interest 
on the debt or enforce any penalty or claim for deunages that is 
based upon failure to pay. The debtor must thereafter hold him- 
self constantly in readiness during business hours to pay the legal 
tender on demand. 

A particular kind of money may be mads full legal tender for all 
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debts, public and private, or legal tender for limited amounts or for 
limited purposes. For example, subsidiary silver and minor coins 
were legal tender for limited amounts, and national bank notes and 
“greenbacks” were legal tender for limited purposes in the United 
States prior to the enactment of the Thomas Amendment to the 
Farm Relief Act (May 12, 1933). 

Legal tender power may have an important effect upon the value 
of money. It may also have great significance to debtors and credi- 
tors, as was the case with depreciated “greenbacks” in the United 
States. 

Functions of money. Money performs four important func- 
tions. It serves as (1) a measure or standard of value, (2) a me- 
dium of exchange, (3) a standard of deferred payments, and (4) a 
store of value. 

(1) Measure of value. We have seen that some common de- 
nominator of value is needed even as an aid to barter. With all 
values expressed in terms of the cow, it was comparatively easy for 
a shepherd to determine how many sheep he needed to give for a 
slave or how many pounds of salt he should receive for a sheep. In 
the same way, the tailor of today, with all values expressed in terms 
of the dollar, can readily calculate how many suits he would need to 
give for an automobile and how many pounds of steak he should 
receive for a suit. The existence of a standard of value facilitates 
comparison of relative values among all things. 

Man has usually chosen as a unit for measuring value some one 
commodity that was generally desired and generally available, such 
as the shell, the cow, or a stated quantity of metal. This unit has 
itself been subject to changes in value. Severe winters and 
droughts must have decimated the herds from time to time and 
raised the value of the cow unit; the dollar also changes in value 
from causes affecting its supply. These changes may entail vio- 
lent adjustments in the values of various things as expressed in 
terms of the unit. Furthermore, and mane important, they cause 
maladjustment among the relative values of numerous kinds of 
goods and services when compared with one another, because some 
things adjust themselves more quickly and more completely than 
others to changes in the value of the standard unit. For example! 
carfares, gas and electric rates, and retail prices mm move slowly 
than do wholesale prices. 

No perfect measure of value has yet been found! hut wo seeept 
these changes in value as being a lesser evil than that of being 
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deprived of a common denominator of value. Without a standard 
of value, the market place would be a Tower of Babel, for there 
would be no common language of trade. 

The unit chosen as a measure of value, the “money of account,” 
need not be used widely, or at all, as a medium of exchange. The 
unit adopted by law in the United States, the gold dollar, has not 
even been coined since 1889, except for memorial and exposition 
pieces. The “money of account” may be any unit decreed by law 
or custom. It may be an uncoined dollar, a claim upon a bank, or 
a nicely engraved piece of paper bearing the picture of a man and 
the legend, “This is a dollar.” 

(2) Medium of exchange. The use of a medium of exchange has 
freed trade from the inconvenience of barter and made possible a 
tremendous increase in the productive capacity of labor, through 
specialization or “division of labor.” 

We have noted that the standard unit of value need not be used 
as a medium of exchange. In earlier times, the unit of value was 
often also the principal medium of exchange. But the cow, which 
became the standard unit throughout the temperate zone of Eu- 
rope, Asia, and Africa, could hardly have served as a medium of 
exchange in effecting small transactions. In our day, credits 
(promises to pay, in one form or another) are the mediums em- 
ployed in most business dealings. The use of gold, or even gold 
certificates, as a medium of exchange in the United States was pro- 
hibited by Executive Order on April 5, 1933, although the gold 
dollar was then and thereafter declared by law to be the standard 
of value. The Gold Reserve Act of 1934 forbade further coinage 
of gold by the United States (except for foreign countries) and pro- 
vided that all gold coin of the country should be withdrawn from 
circulation and formed into bars. 

(3) Standard of deferred payment e. Debt is an outstanding 
characteristic of modem society. Business organizations and indi- 
viduals of every dasB pledge a substantial portion of their antici- 
pated incomes in order to obtain immediate use and enjoyment of 
goods and services which they would be compelled to forego for a 
while, or perhaps forever, if purchase by credit were impossible. 
Producers and merchants, in competition for sales, vie with one 
another in offering attractive partial-payment and other credit 
plans, Adroit salesmanship reveals to the prospective merchant* 
buyer hidden opportunities for profit, arouses in the prospective 
consumer smoldering desires end fens them into flame, and then 
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reveals an “easy” method of payment. Many buyers eagerly grasp 
these offers; many others devise plans of their own and seek those 
who are willing to lend or sell on credit. National, State, and local 
governments fall in line or even set the pace, especially in times of 
war and economic distress. Over the decades, the result has boon 
a more or less continuous increase in the proportion of sales on 
credit to the total volume of business done and also an increase in 
the ratio of debt to aggregate wealth. 

For every debtor, there is a creditor. Contracts between the 
two must specify a means of payment. Money is the means that 
is usually specified, because the debtor will presumably be able to 
obtain money at the time of payment; and the creditor, having re- 
ceived it, will then presumably be able to use it in making pur- 
chases or a new loan if he chooses to do so. 

A substantial and unpredictable change in the value of money 
during the life of a loan works an injustice upon one party to the 
contract. A farmer gives a mortgage on his land, expecting to pay 
interest and principal by selling the products of his farm. If the 
prices of his products then decline fifty per cent, payments on his 
debt will consume the yield from twice as many acres as he had 
anticipated and may force him into bankruptcy. The effect upon 
him will be the same as if principal and interest were arbitrarily 
doubled with no change in prices. If interest and principal are 
paid, the holder of the mortgage will, of course, get a wind-fall 
which he will have done nothing to earn. 

The man who makes the loan to the farmer has perhaps denied 
himself all but the mere necessaries of life through long yearn of 
toil, in order to accumulate little by little a modest sum to support 
him and his wife during their declining years. Now, suppose prices 
rise and that the cost of living increases; yet he receives only ths 
agreed number of dollars in payment of interest and principal. His 
hard-earned savings prove insufficient to cover even his meager 
requirements, and he is cheated out of the just reward for ail his 
industry and self-sacrifice. The farmer, on the other hand, will 
find his debt burden lightened if the riso in (trices extends to his 
own products in sufficient measure to give him a huger margin of 
profit over his increased expenses. 

While a rise in the value of money (fall in prices) harms the 
debtor, it does not always benefit the creditor, for the debtor may 
become insolvent and the creditor may therefore lose all or a sub- 
stantial part of his loan. In the same way, a fall in the value of 
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money (rise in prices) may injure the creditor without helping the 
debtor. The rate of wages, and especially salaries, may rise more 
slowly than the cost of living during a period of rising prices. As a 
result, wage-earners and the “white-collar class” may suffer a de- 
crease in the margin over the cost of living, and it is this margin 
which must be relied upon by them in paying old debts. Even 
those who have commodities to sell may find that the price rise does 
not extend to these things but only to those they have to buy. 

It is sometimes pointed out that any one man may be both a 
debtor and a creditor; and it is claimed that this occurs so fre- 
quently, in fact, that the alleged injustices wrought by changes in 
the value of money are exaggerated, because losses to a man as 
debtor may be compensated by gains to him as creditor, and vice 
versa. There are two answers to this contention. The first rests 
upon the facts that a debtor may be injured without corresponding 
benefit to his creditor and that a creditor may be damaged without 
equal advantage to his debtor. The second answer lies in the fact 
that debtors and creditors are not everywhere identical. Many 
individuals and business organizations are exclusively or at least 
preponderantly either debtors or creditors. The same is true of 
whole communities, sections of a country, and, in fact, of nations. 

All of this has been written to show how desirable it is that the 
value of money remain relatively constant. During the 14 months 
following May, 1920, the value of the dollar rose 75 per cent, as 
measured by wholesale prices in the United States, and prices 
dropped 43 per cent. In the three years following 1929, the dollar 
again rose 50 per cent in value, by the same measure. Both rises 
entailed serious maladjustments between debtors and creditors as 
well as severe depression in business. 

(4) Store of value . . The use of money as a medium of exchange 
and as a standard of deferred payments leads to the use of it as a 
store of value. Individuals, in ordinary times, keep comparatively 
small amounts of money at hand for retail purchases, carfare, and 
so on. Business concerns need till money for making change and 
for petty expenditures. Substantial amounts are needed for pay* 
roll purposes. Those who have bank accounts, as long as they have 
confidence in the banks, deposit any money they receive in excess of 
their requirements for the near future. 

Since banks have large obligations to pay money on demand or 
on short notiee, they must keep considerable amounts of money on 
kml litimiMh thia till mmm m? re&reeent only ft am*!! war* 
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centage of their total liabilities. Likewise, a government which 
agrees to redeem various kinds of credit money in standard money 
must maintain a supply of the money of redemption that will be 
sufficient for this purpose. In the United States, before World 
War II, the Federal government and the banks normally held more 
than one-half of the country’s stock of metallic and paper money 
combined; and the amount in circulation, outside the banks, usu- 
ally averaged between $40 and $50 per capita. 

The demand for currency in the hands of the people varies with 
the seasons, being normally greatest during the Christmas shop- 
ping period. Loss of confidence in the banks will lead to hoarding 
and a consequent increase in popular demand for money. When 
hfl.-nlrg increase the minimum balances required of depositors, or 
when depositors for any other reason find it more difficult or more 
expensive to establish and maintain checking accounts, there ensues 
an increased need for money in the pockets of the people. The 
Christmas peak of circulation in the United States is usually from 
300 million dollars to 500 million dollars above the figure for the 
following January. During the bank panic of 1933, the amount of 
money in the hands of the people increased about two billions (35 
per cent) in less than sixty days. 

World War II brought a tremendous increase in circulation. By 
the end of 1945, It stood at $28,515 million in the United States, as 
compared with $11 billion when Pearl Harbor was attacked, and 
thus had passed a per capita figure of $200. 

The principal store of immediate purchasing power is not in 
money but in bank deposits. In the United States, bank deposits 
are about six times the amount of money in circulation outside the 
Treasury and the banks, most of the deposits being payable on 
demand or on short notice. 

Qualities of good money. General acceptability is by definition 
an essential quality of money. Stability of value is obviously im- 
portant. In practice, some one commodity has usually been se- 
lected by law or custom, and a specified quantity of it has been 
designated the “money of account," or unit for measuring value. 
The price of the standard unit has thus been fixed at unity, but 
unfortunately its value has in every case been variable. Before 
any standard unit could realise perfect stability of value, its effec- 
tive supply (the product of ite quantity and Be rate of turnover) 
would need to vary sensitively end perfectly in raspones to every 
change in the demand for ft for monetary or any ether urn to whkfe 
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it might be put. Such perfect adjustment between supply and 
demand has never been realized in practice. Promising theoretical 
plans have been proposed, but none of these has been adequately 
tested. 

The standard commodity should be one which, without waste or 
difficulty, can be divided into exact fractions or multiples of the 
specified unit, and it should, similarly, be possible to recombine 
these parts. If all fractions and multiples of the same denomina- 
tions are to be equal in all respects, the material must be homoge- 
neous. Gold and silver meet the tests of divisibility and homoge- 
neity; diamonds and cows do not. 

The standard commodity should have distinctive characteristics 
which are easily recognized and not easily counterfeited. If the 
commodity is sufficiently malleable to take a stamp properly and 
sufficiently durable to hold the design against abrasion, the various 
fractions and multiples of the unit will be more easily recognized. 

Another quality of good money is portability. This implies rela- 
tively high value per unit of size and weight. For example, copper 
has flong since become so cheap that the cost of storing and trans- 
porting it precludes its use as a standard money in transactions of 
any considerable magnitude. On the other hand, too high a value 
means that the commodity is so scarce that it is not generally 
available. 

The most important qualities of good money may, then, be sum- 
marized as general acceptability, stability of value, divisibility, 
homogeneity, cognizability, malleability, durability, and portabil- 
ity. In practice, gold has met these tests more satisfactorily than 
has any other thing although it has proved distressingly unstable 
in value. 

Fiat paper money. It will be noted that, in theory, fiat paper 
money could tx» made to meet all the tests listed above: (1) if it 
were made generally acceptable by giving it legal tender power; 
(2) if its supply were adjusted to correspond to changes in demand, 
so as to prevent or at least minimize changes in the value of the 
monetary unit; (3) if the people could feel confident and would 
accept assurance that in the future there would be no excessive 
issue of the money; (4) if convenient denominations were pro- 
vided; and (5) if the money were carefully engraved and suitable 
laws were adequately enforced, so as to render counterfeiting im- 
possible or at least Invariably and patently unprofitable. Urn 
attribute of malleability would bs replaced by ability to take an 
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engraving, and durability would have relatively little importance, 
since paper and print are comparatively inexpensive. 

The reader is left to judge for himself whether all of these condi- 
tions are likely to be fulfilled by any fiat paper money of the future. 
They have not been in the past, but nations are being continually 
urged to make a new trial. The lesson of history is that sooner or 
later an unsupported paper currency is nearly always issued in ex- 
cessive amounts, resulting in depreciation or even utter collapse. 
Nearly 150 years ago France blazed a downward trail with her 
assignats which the nations have since trod into a well-beaten path. 
The way of currency inflation is well defined and easily recognized 
by those who have eyes to see. Once a nation has set its feet upon 
that path, it finds the descent steep, the going slippery, progress 
all too easy. The way back is correspondingly difficult and painful. 

Function of credit. The essential function of credit is to serve 
as a means of payment. A producer receives or anticipates an 
order for goods. To make them he must obtain raw materials and 
employ labor, and this calls for a means of payment, rhiless he 
has sufficient standard money at hand, ho must buy with credit. 
The supplier of materials may accept his promise to pay; failing 
this, or by preference, he goes to a banker for a loan. The banker 
agrees if satisfied that the producer will be able and willing to repay 
the loan at maturity. The producer now gives his promise to pay 
(credit) in exchange for the bank’s credit, which may take the form 
of a bank-note or a deposit balance in his favor. He pays for his 
raw materials with a check, and uses checks or bank-notes for his 
pay roll. 

A merchant buys the finished goods from the producer, upon 
receipt or in anticipation of an order at retail. He, too, may bor- 
row from the bank to obtain a means of payment, and bis check 
in payment for the goods will be used in part by the producer to 
pay off the latter’s debt at the bank. Thun the first credit is ean- 
celled by the second. The ultimate consumer will pay with money 
or credit, and this in turn will be used to extinguish the merchant’s 
debt. 

The above illustration portrays an extremely simple flow of 
goods from producer to ultimate oonsumer. Actual business is 
usually much more complicated. The finished goods of one pro- 
ducer become the raw materials of another, whose produet ui, in 
turn, the raw material of a third producer, and soon, until the final 
goods are at last processed as the ultimate oonsumer (Met them. 



MONEy AND CREDIT 


17 


Then they may pass through the hands of two or more middlemen 
before they are sold at retail for final consumption. In each ex- 
change along the way a credit will probably be the means of pay- 
ment used, and each successive credit will be employed in part to 
cancel the credit immediately preceding it, with little or no money 
being required throughout. 

However, money of some kind is needed to cover a large part of 
the requirements for pay rolls and for retail purchases. Conse- 
quently, an expansion of production and retail trade increases the 
amount of money needed in general circulation. This need not be 
standard money, or even legal tender, if other kinds of money are 
available. 

Ho important is the role of credit in modern society that, by way 
of compliment, it is frequently called “the life-blood of business.” 
Debt, which is but another name for credit, has equal importance, 
but is by popular verdict assigned to a lower position in the roster 
of beneficent institutions. The first requisite of a sound credit 
system is that all concerned shall understand that a credit and a 
debt are the same thing. 

Function of banking. A bank is essentially a dealer in credits or 
debts. We have seen that in making a loan a bank exchanges 
money or its own deposit credit for the credit of the borrower. At 
another time, a customer “makes a deposit” by bringing money, 
checks, or other credits to the bank and exchanging them for the 
bank’s deposit credit. The acceptance and safeguarding of depos- 
its and the making of loans and investments are commonly said to 
be the two primary functions of a bank. In essence, each is an 
exchange of credit for credit or of money for credit. 

To be successful, a banker must select carefully from among the 
credits offered him by applicants for loans and by bond salesmen. 
Bonds and customers’ notes make up most of the assets of a bank, 
and its own obligations will be no sounder than the assets behind 
them. The credits of some prospective borrowers are rated so 
highly that bankers compete for them. Unfortunately, in the 
attempt to increase earnings and outgrow other banks, they also 
sometimes compete for poorer credits. Thus the bankers of a com* 
munity, by passing judgment upon credits offered, determine which 
enterprises shall have the advantage of using bank credits, or money 
obtained through banks, in the conduct of their affairs. Inability 
to borrow at a bank may prove a serious handicap to a business 

oonoar n. Hie hmhw also determine the extent to which each 
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enterprise shall have access to bank credits, and, collectively, they 
fix the a gg regate amount available to the community as a whole. 

Bankers, like other men, make mistakes, and their errors are 
costly to themselves as well as to the community. By lending loss 
thfl.n a customer needs and deserves, a bank penalizes the customer 
as well as society generally, and forfeits an opportunity to xnake a 
profit for itself. On the other hand, the granting of unwarranted 
loans not only helps the borrowers to launch unprofitable ventures 
but subjects the bank to losses which may endanger its very exist- 
ence and bring heavy loss to its own depositors and other creditors. 
Excessive timidity on the part of bankers will stunt an entire com- 
munity; excessive optimism will result first in an unwarranted ex- 
pansion of credit and later in a reaction derived from the over- 
expansion that preceded it. 

Through selection from among prospective borrowers, banks ex- 
ercise a qualitative control over credit. They exercise quantitative 
control when they limit the aggregate of thoir loans and invest- 
ments. 

Bank credit in a business boom. Credit is a delicate plant which 
flourishes extravagantly under favorable conditions and is exceed- 
ingly quick to wither in adversity. It bears the seed of its own 
destruction. 

A tendency toward overexpansion is inherent in every credit sys- 
tem. A merchant foresees or imagines an opportunity to sell cer- 
tain goods at a profit. If he can obtain a means of payment, he 
orders the goods from a manufacturer, who in turn sets about the 
collection of raw materials and the employment of labor necessary 
to produce the merchandise. If there is no hitch, the goods are pro- 
duced and sold, perhaps on credit. Our merchant and others like 
him, encouraged by the realization of thoir first plans, reorder to 
replenish their stocks. This causes further activity at the factories 
and in service organizations, and requires more raw materials and 
the employment of more labor. With increased incomes, factory 
and service employees are able to buy the goods from the merchant, 
and thus they confirm his optimism. Each successful turn of the 
goods encourages another trial and influences additional merchants 
to make the same experiment. Bankers fall in line more readily, 
as they see goods moving at a profit. Manufacturers, their em- 
ployees, and the merchants themselves, with increased incomes, be- 
gin to direct a part of their purchasing power into different chan- 
nels, and other lines of business oonssquentiy atari to expand. 
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Thus the effects of the first merchant’s initiative spread in ever- 
widening circles, and new initiatives are taken. 

Sooner or later, in certain lines, demand begins to press upon 
supply. Raw materials become scarce, overtime becomes the rule 
in factories, production costs rise, and producers are compelled to 
advance their prices. The rise in prices confirms the judgment of 
those who have been accumulating stocks and encourages further 
accumulation. Retailers, wholesalers, and producers begin to in- 
crease stocks as a speculation for another advance in prices if they 
are still able to obtain accommodation at the banks. Prices rise 
again, and profit on sales increases. Consequently, bank loans ap- 
pear to have even a wider margin of safety than before. The same 
condition spreads among other lines until it becomes general. 

While a rise in commodity prices has characterized most of the 
booms of the past, it has not been an essential characteristic of 
every period of expansion. In the great boom that followed the 
First World War, for example, the general average of commodity 
prices was fairly stable. There was, however, an instability of 
prices among certain important groups of commodities, with the 
result that equilibrium of purchasing power between agriculture 
and industry was seriously disturbed. 

Increase in the physical inventory of both consumers’ and capi- 
tal goods is practically certain to accompany an expansion of busi- 
ness activity, if only to support the rising volume of production and 
sales. Of course, the monetary value of inventories will rise even 
faster than physical inventories if prices advance, and both will pile 
still higher if a further rise in prices is anticipated. 

During a boom, trade and retail credits expand even faster than 
the total volume of business, because an increasing percentage of 
sales is made on credit. 

Characteristic of every boom is an increase in business prbfits and 
a consequent rise in the prioes of corporate stocks. The increase in 
business profits and in pay rolls is likely to cause a rise in rentals 
and in prioes of real estate. 

A substantial part of the increase in the inventories of goods is 
likely to be financed directly through bank loans. Some will be 
financed through trade and retail credits, and these in turn will be 
IMtrtiaUy financed by bank loans. Part of the increased values 
of production facilities, m er c ha ndise, and raw materials will be 
financed through the sate of corporate securities to the public; but 
tin buyers of these securities will obtain part of the required funds 
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through bank loans, and the banks, themselves, may purchase some 
of the new securities. 

With a larger number of corporate shares outstanding and with 
a higher average price per share, the community’s inventory of 
securities increases. This increase is largely financed by bank 
credit, and the same is true of the community’s increased inventory 
of real estate. Whether the rise in prices and the increases in in- 
ventories come in commodities, in corporate securities, in real 
estate, or in any combination of them, they will be financed largely 
by bank loans and investments. 

Thus the use of bank credit, through loans and investments 
made by the banks, facilitates an increase in production and in 
business profits, an advance in prices, and an expansion of inven- 
tories (whether in commodities, securities, or real estate). The 
rise in profits encourages expansion and creates a demand for ad- 
ditional credit. If the credit is forthcoming, it leads to further 
expansion of business activity and profit./ This spiral of rising 
profits and credit expansion will go on until something happens to 
check it. 

Limit to expansion of bank credit. Banks cannot indefinitely 
expand their loans and investments to accommodate the increasing 
requirements of a business boom. They acquire these assets 
(loans and investments) for the most part by increasing their own 
liabilities in the form of deposit obligations. Increased batik de- 
posits require at least correspondingly larger reserves of cash or its 
equivalent in the banks if they are to remain solvent. At the lie- 
ginning of a boom, the banks must have excess reserves, or they 
tould not increase their deposit liabilities in order to expand their 
loans and investments. The larger their excess reserves, the more 
they can expand deposits before the excess is exhausted, but ex- 
haustion' is none the less certain if expansion is permitted to con- 
tinue. 

If the banks can obtain increasing supplies of cash, or its equiv- 
alent, during a boom, they can continue the expansion of their 
deposits and, hence, of their loans and investments. For a time, 
reserves may be imported from other communities; but such im- 
portation cannot go on indefinitely because the excess reserves of 
other communities will also be exhausted. The oxistenoe of a 
sympathetic central bank, which will rediscount or purchase assets 
from the commercial banks and thus supply them with cash or its 
equivalent, will postpone the exhaustion of excess reserves in the 
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banks for a time but not indefinitely, because there is a limit to the 
expansion power of a central bank just as in the case of other banks. 
It must increase its liabilities (deposits or circulating notes) in 
order to rediscount or purchase assets from the commercial banks 
and thus must exhaust its excess reserves. 

Sooner or later, the banks will reach the limit of their power to 
expand deposits and of their ability, through deposits, to expand 
their loans and investments. 

Need for credit control. The banks, to protect themselves as 
they approach the limit of their expansion power, begin to scruti- 
nize loans and investments more carefully. Bond salesmen find 
the going more difficult. Many applications for new loans and 
for renewals of existing loans are denied, and interest rates gen- 
erally are raised. Refusal to grant new loans or to renew old ones 
places some in a position where they must liquidate inventories, or 
receivables, or corporate securities, or other assets, in order to sat- 
isfy their creditors. The rise in interest rates reduces the profit in 
carrying inventories, securities, and other assets. This presses 
especially hard upon speculators and wholesalers who trade on a 
narrow margin of profit, and influences them to liquidate. Others 
sell in anticipation of forced liquidation and a consequent drop in 
prices, some even “going short of the market.” 

As wave after wave of selling strikes the market, prices break; 
liquidation becomes general, even panicky; prices break again and 
again; the margin of security behind bank loans disappears; de- 
positors may begin to lose confidence in their banks and attempt 
to convert their deposits into money; some, perhaps many, banks 
may be unable to obtain the money necessary to meet withdraw- 
als, and the worst fears of their depositors may be realized. 

If bankers apply the brakes in time, the comparatively small 
amount of necessary liquidation can be accomplished without se- 
rious losses, decline in prices, drainage of money from the banks, 
or weakening of public confidence. But if the spiral is allowed to 
rim its natural course too long, the result will be an overwhelming 
flood of liquidation, a disastrous fall in prices, numerous failures, 
runs on banks already weakened by decrease of their monetary re- 
serves, a general collapse of the credit system. 

Bankers, in determining when to call a halt upon credit ex- 
pansion, need to remember that even if public confidence is retained, 
they will be subjected to a continued seepage of money into gen- 
end circulation for some time after they have taken action. People 
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will have ma de commitments from which they cannot withdraw; 
there will be an accumulation of orders to fill; and many depositors 
will continue to withdraw money for making retail purchases, be- 
cause they will not at once realize that their incomes are likely to 
be reduced. Furthermore, if public confidence is to be retained and 
general liquidation avoided, it is necessary to apply the brakes 
gently at first and then with gradually increasing force until the 
desired effect has been attained, that is, until the dangerous ex- 
pansion of bank deposits has been stopped. 

Obviously, there can be no approach to relative stability of the 
general price level and of business activity unless there is an in- 
telligent and effective control of credit by or through the banks. 

Question* (or Study and Ravlow 

1. Why is a monoy-and-credit economy preferable to a barter economy? 

2. Discuss the relative suitability of the gold dollar and tho cow an units of 
standard money. 

3. Define, money, credit, credit instrument, value, price. 

4. (n) Distinguish among commodity money, credit money, and fiat money, 
(b) Give an example of each. 

5. Why is it impossible for a redeemable credit money to nerve alno on the 
standard money? 

6. What is the result of a creditor’s refusal to aocopt a proper offer of legal 
tender in payment of debt? 

7. Discuss the extent to which each of the important functions of money «UU 
to the need for a supply of money. 

8. Explain the functions of credit and banking. 


Problem* 

1. Prepare a table showing for each of the last ten years: (a) world produc- 
tion of gold; (h) world stock of monetary gold; and («) ratio of annual produc- 
tion to stock of gold. Assume that the avenge annual production of wheat is 
six times the average stock of wheat. Dwcum the relative extent to which the 
values of the two commodities might be affected by doubling annual production. 

2. (a) Calculate the change which occurs in the value of money when the 
average of prices rises ISO per cent; 30 per cent; 15 per cent. 

(b) Calculate the change which would occur in the general price level if 
the value of money were to rise 50 per cent; 65 per cent; 40 per cent. 

3. Calculate the length of a rectangular solid 25 feet high and 4 feet wide 
which would contain the monetary gold stock of the United States on the basis 
of the following data: 

(a) Gold stock, 320,000,000,000; 

(b) Price per troy ounce, 386; 

(e) Weight of one cuine foot of pure gold, 17,543.349 troy ounces. 
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CHAPTER 2 


Monetary Standards 


Monetary standards. The term monetary standard refers to the 
type of standard money used in a monetary system. Thus, if in a 
particular country gold is the money or material in which credits 
are ultimately redeemable, that country is said to be on a gold 
standard. 

Bank deposits and the ordinary credits of business may be 
redeemable in bank notes, which are credit money. And bank 
notes, themselves, may be redeemable in another form of credit 
money, such as the notes of a central bank or somo kind of govern- 
ment credit money like United States notes (greenbacks). How- 
ever, it is obvious that no redeemable credit money can be the 
standard money of a country, because it is, itself, redeemable in 
some other money. Therefore, the standard must be either corn* 
modity money or fiat money . 1 

It should be noted that a repudiated credit money becomes fiat 
money, and may thus come to serve as the standard money. Fur* 


1 Somn writcra employ a different terminology with apparently the mum concept 
in mind. For example. Kemmmer (aee pp. 13 et aeq., of Money) name* commodity 
money and "standard fiduciary money" a* the two important clamae of standard 
money and define* "standard fiduciary money" aa '‘standard money whom value a* 
money ia appreciably greater than ita value a* a commodity." The term fidueinty 
ia presumably used in thia instance to imply faith that the supply will he limited. 
Faith in redemption would put the money in the etaaa of credit money. Jlut re- 
deemable credit money is not standard money. 

Kemmerrr aim lists a thiol elaaa of standard money, namely, "depr ess ed value 
money" and defines it aa “standard money which has a bullion value greater than its 
value as money and which by stringent lam is prevented from being melted down 
or exported." (See pp. 13 and 101-MS of Money 3 Aa Kammarcr point a out, audk 
a standard could not be maintained over a kmg period of time aa a practical matter, 
because of the difficulty of preventing the melting down and expo rt at i on of the 
money. 
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thermore, an irredeemable credit money, though not formally re- 
pudiated, may forfeit public confidence to such an extent that it 
takes on all the characteristics of fiat money except the legal defini- 
tion. Such an irredeemable currency, if issued by the government 
or the central bank, may be in fact the standard money of redemp- 
tion, although the money in which it was originally to have been 
redeemed continues to be the standard money in so far as legal fic- 
tion is concerned. 

(A) Commodity standards. Gold and silver are the two com- 
modities that have been chiefly used as standard money during the 
Christian era, although copper is still used in backward commu- 
nities as commodity money for making small purchases. 

(1) Gold standards. There are three principal types of gold 
standards: the gold coin standard, the gold bullion standard, and 
the gold exchange standard. 

(a) Gold coin standard. The essentials of a full gold coin 
standard are: 

First, a definite quantity of gold of a certain fineness is adopted 
as the standard unit for measuring values. 

Second, gold coin is full legal tender. 

Third, all credit money issued by the government or by the 
central bank, and all legal tender money other than gold coins, 
regardless of who issues it, is redeemable at par in gold coin on 
demand. 

Fourth, gold is coined without limit and without substantial 
seigniorage profit for all who bring it to the mint- 

Fifth, there is no restriction upon the importation or exportation 
of gold in any form. 

To the extent that a country violates any of the conditions listed 
above, by that much it will depart from a full gold ooin standard. 

The gold coin standard is here classified as a form of commodity 
standard, and in practice it is generally apt to be a commodity 
standard. It should be noted, however, that it may be a fiat stand- 
ard. If the standard gold coins were somehow given a value sub- 
stantially above that of the metal in them, they would become fiat 
money; and a country having such standard coins would be on a fiat 
standard, the standard fiat money being made of gold instead of 
paper or some other material. An excessive seigniorage would have 
sueh an effect. The same result would follow if coinage were lim- 
ited sufficiently to give the coin* a scarcity value higher than the 
value oi the gold in 
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Free movement of gold from the monetary stock into the indus- 
trial arts is sometimes listed as an essential to the maintenance 
of a full gold com or gold bullion standard. A country which 
restricted the employment of monetary gold in industry would 
merely handicap its gold-using industries in favor of similar in- 
dustries abroad. A world-wide restriction of gold-using industries 
would compel the substitution of other materials for gold in the arts, 
release large quantities of the metal for monetary use, and lower 
its value, unless the monetary demand for gold should increase 
commensurately. However, neither national nor international 
restriction of this sort would affect the existence of any gold or 
gold bullion standard, except to render its maintenance a some- 
what easier task. 

(b) Gold bullion standard. The essentials of a full gold bul- 
lion standard are: 

First, a definite quantity of gold of a certain fineness is adopted 
as the standard unit of value. 

Second, while gold is not coined, gold bullion is full legal tender. 

Third, all credit money issued by the government or by the 
central bank, and all legal tender money, are redeemable in stipu- 
lated minimum amounts at par in gold bullion on demand. 

Fourth, gold of standard fineness is purchased by the treasury or 
central bank at a fixed price and without limitation from all who 
offer it. 

Fifth, there is no restriction upon the importation or exportation 
of gold in any form. 

In practice, the gold bullion standard is employed in modified 
form as a means of economizing in tho use of gold. The metal is 
formed into standard bars of, say, 400 ounces .905 fine, having a 
value of about $14,000, and is kept in the national treasury or tho 
central bank. Other forma of money are redeemed in gold only in 
minimum amounts equivalent to the value of the standard bar or 
some multiple of the standard bar. On the principle that gold Is 
not needed for internal circulation, it may also be provided that 
bars will be released only for exportation and to fill the demon- 
strated needs of industry. The government may further reserve 
the right to determine when the exportation of gold is in the public 
interest, and restrict gold redemption to such occasions. The gov- 
ernment may also sell gold at a pries substantially higher than that 
which it pays, and thus destroy the parity between gold and other 
forms of money. It may require gold exporters to obtain Uoenaai 
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or impose expensive and annoying delay upon redemption, or other- 
wise impede free movement of gold. 

Such limitations amount to departure from the full gold bullion 
standard, but there would be little object in maintaining the full 
standard, since the very purpose of adopting a gold bullion rather 
than a gold coin standard is to keep gold out of internal circulation 
and reserve it for use solely in settling international balances and 
in industry. Of course, restriction may be carried so far as utterly 
to destroy the standard. 

Since gold is not coined under the gold bullion standard, one or 
more other forms of money, redeemable in gold bullion, are made 
legal tender. 

(c) Gold exchange standard. Gold need not be coined or held 
as bullion in a country which adopts the gold exchange standard. 
While different gold exchange standards have varied in detail, the 
fundamentals are as follows: 

First, a definite quantity of gold of a certain fineness is adopted 
as the standard unit of value. 

Second, the national treasury or central bank establishes a credit 
balance with bankers in a foreign country that is on a gold coin or 
bullion standard. This balance may be built up by borrowing 
abroad or by depositing gold or credits with the foreign bankers. 

Third, all credit money issued by the government or by the 
central bank, and all legal tender money, are redeemed, in minimum 
amounts, say, equivalent to $6,000, on demand in gold exchange 
at a fixed ratio. That is, the government agrees to sell drafts or 
bills of exchange, drawn against its balance with the foreign bank- 
ers, at a price sufficiently above par to cover the cost of actually 
exporting gold to the depository country, but no higher. The sale 
of this gold exchange (bills of exchange on a gold standard country) 
at such a price is equivalent to redeeming the country’s own money 
in gold delivered in the depository country, since the bank balances 
there are convertible into gold at par. Thus, any person having 
occasion to export gold to the depository country finds that the cost 
of a bill of exchange purchased from the government at the fixed 
price it exactly the same as if he were to convert his local currency 
into gold at par and export it at his own expense. However, if 
ctrautnetanoes require a person to deliver gold to some foreign 
country other than the depository country, at a time when exchange 
on the depofftocy country is at the expert point, he is in the seme 
position as he would be if, having oonverted his local currency into 
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gold at par, lie were then required to route the shipment of gold to 
its destination by way of the depository country , and this cost may 
be higher than that of shipping by a more direct route. 

Fourth, the government agrees to buy bills of exchange, drawn 
on the depository country, at a discount sufficient to cover the cost 
of importing gold from that country . 2 Thus, a person having bills 
of exchan ge on the depository country will receive as much local 
currency by selling them to the government as if he were to obtain 
gold in the depository country, import it, and exchange it at the 
treasury for local currency at par. The holder of bills of exchange 
on countries other than the depository country is in a different po- 
sition, since the fixed buying and selling prices at the treasury ap- 
ply only to bills on the depository country. He may convert his 
bills into gold in the country on which they are drawn, import the 
gold, and exchange it at the treasury for local currency. But the 
treasury, having no need for gold at homo, may buy it only at a 
discount sufficient to cover the cost of shipment to the deposi- 
tory country where it will be needed. A less expensive course 
may be to ship the gold to the depository country from the country 
on which the bills are drawn, and then sell drafts against it to the 
treasury. This is equivalent to requiring that all gold imports Iks 
routed by way of the depository country. Bills bought by the 
treasury are used to maintain the balance with foreign bankers 
against which the treasury has undertaken to sell bills. 

The chief advantage claimed for the gold exchange standard is 
economy in the use of gold. Like the gold bullion standard, it dis- 
penses with internal circulation of gold and thus effects an economy 
to the country employing it. This would be the limit to economy 
in gold if the foreign balance should consist entirely of an ear- 
marked deposit of gold, but this is not the case in actual practice. 
A deposit balance with bankers will serve as well as gold if the de- 
posit is convertible into gold at par on demand. Under this ar- 
rangement, since the depository bankers do not carry a reserve of 

* It in nwtomary to have the foreign depository bank or bonk* atsnd ready to aril 
in their market drift* on the homo treasury or central bonk at a price euSkileatly 
above par to cover tho coat of shipping sold from the depository country to the 
home market. For example, the Philippine Gold Standard Act of 1801, which ee> 
tahliahed a gold exchange standard for the Philippine*, directed the Treasurer of the 
Philippine*, on demand, to sell demand draft*, in amounts of not lee* then tSjOOO, on 
the New York depository banka at a premium of threo*fonrth* of one per rent, tak- 
ing Philippine currency in payment. The Act also provi de d that the Mew Yoek 4*> 
pontory bank should rail, on demand, demand dram, la amounts of ant lew thaw 
IOjOOO pmuM (jtarity being SM per peso), on the Philippine Treasury at the an* 
premium, the draft* being; payable in FbjUpptoe mur*ngy. 
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100 per cent against the deposit, a further economy in gold is 
effected. 

A gold exchange standard country must make the same outlay to 
acquire its foreign balance as would be needed to obtain the gold 
necessary for the establishment of a gold bullion standard, except 
for differences arising out of the cost of shipping gold. But it 
may receive interest on its foreign balance, while a gold bullion re- 
serve earns nothing. It also profits from the margin between the 
prices at which it buys and sells exchange. 

The chief deterrent to general adoption of the gold exchange 
standard is lack of confidence among nations. No major power 
today would be willing to have its gold reserves held abroad, for 
fear that the depository country might either become an enemy, 
or itself go off the gold standard. As a practical matter, this stand- 
ard is best adapted to a country which is in some way dependent 
upon the depository country. Even then there remains the pos- 
sibility that the depository country may abandon the gold stand- 
ard or debase its currency. Recent history discourages confidence 
in the currencies of even the greatest powers. 

Central banks in various countries, especially after the First 
World War, were permitted to count balances in gold standard 
countries as part of their legally required reserves, on the theory 
that such balances were equivalent to a vault gold reserve for the 
purpose of making foreign payments. A country permitting this 
practice was sometimes said to be on the gold exchange standard. 
However, such an arrangement does not constitute adoption of the 
gold exchange standard, unless there is an agreement by the gov- 
ernment or the central bank to buy and sell exchange on a gold 
standard country at fixed prices which are, respectively, below and 
above par by an amount not greater than the cost of shipping gold 
between the two countries. It should be noted that the treasury 
or central bank, without making any pledge as to future policy, 
may currently sell gold exchange at a fixed maximum price, and 
thus establish for the time being a de facto gold exchange standard. 

The gold exchange standard resembles the gold coin standard in 
that its successful maintenance depends upon temperance in gov- 
ernment borrowing, in the issuance of money for internal circula- 
tion, and in the expansion of credit generally. Exoess in any of 
them matters, if prolonged, will Wipe out the foreign balances which 
are prerequisite to the government's sale of gold exchange, and will 
wwxW rwgfa w atlo w difficult or impossible, Failure to sell bills 
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of exchange at the agreed price means abandonment of the gold 
exchange standard, just as failure by a gold coin standard country 
to redeem its credit currency in gold coin moans abandonment, of 
that standard. If the premium charged in selling gold exchange is 
advanced to a point higher than the cost of shipping gold to the 
depository country, internal currency is no longer being maintained 
at par with gold for the purpose of making foreign payments, and 
this amounts to debasement of the currency. 

(2) Silver standards. A silver coin standard, a silver bullion 
standard, or a silver exchange standard could be established along 
the same lines as those described above in connection with the 
corresponding gold standards, with silver substituted for gold. In 
practice, only the silver coin standard has been generally used, al- 
though in certain parts of the Orient the metal has circulated as 
money in the form of bullion as well as coin. Silver’s great handi- 
cap as standard money is simply that it lacks the universal accept- 
ability that is enjoyed by gold. 

Advocates of the gold standard assort that gold has two impor- 
tant advantages over silver as standard money: first, gold is more 
valuable in proportion to weight and bulk, and therefore less ex- 
pensive to transport in making international payments: and. sec- 
ond, gold is more stable in value. The first statement is obviously 
true. A comparison of the costs of shipping $1,0(X),(XK) of gold and 
silver from New York to London (with silver at 50 cents an ounce) 
shows the following: 


Oou> Hilvbm 

Rate Amount Hate Amount 


Freight H<*t% of value 12,800 of 1% of value 17,800 

Insurance cts. per $100 480 4H eta. per $100 480 

Cartage $8 per keg ($80,000) 100 $18 per 100,000 uu. $00 

Cooperage $3.80 per keg 70 


H>* sp"wk m 1 1 \rnmmummm. m w mm tmm m m\ w * * mt i 

Total $3,120 $8,260 


_ As silver is dipped in naked bars, no cooperage cost is incurred. 
Neither metal has au advantage in interest costs, which depend 
upon the rate in the market where the commitment is made and 
upon the time elapsing between the making of the commitment and 
the sale of drafts against the shipment. Total expense of shipping 
a given value of silver is seen to be more than double that of an 
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equivalent amount of gold. Hence gold is preferred to silver as a 
means of international payment, all other things being equal. Of 
course, a rise m the relative value of silver would tend to improve 
its position in this respect. 

Value of silver. The statement that gold is more stable in value 
that silver is not so easily proved. Proponents of silver point to 
what they consider the remarkable stability in the ratio of silver 
to gold during the centuries when both metals were used as stand- 
ard money. According to Soetbeer, 10.75 ounces of silver had the 
value of one ounce of gold at the beginning of the sixteenth century. 
A century later, the ratio had risen to 12.25:1, following the influx 
of silver into Europe from the mines of Mexico and Peru. The 
average ratio for the year 1700 was 14.81 :1, and the annual average 
during the next hundred years varied between a low of 14.14:1 in 
1700 to a high of 15.74: 1 in 1799. Conditions were disturbed in the 
early years of the nineteenth century, and the annual average, after 
rising to 10.25:1 in 1813, fell to 15.04:1 in the next year. Prom 
1818 to 1873, the average ranged between a low of 15.19:1 and a 
high of 15.95:1 in 1821. 

England, which adopted the gold standard by law in 1816, after 
having been on a de facto gold basis for a century, was the only 
important country on the gold standard in 1873. But in that year 
Germany went on a gold basis, and free coinage of silver was 
stopped by most of the important countries of Europe during the 
next decade. The result was a rapid and almost continuous decline 
in the price of silver in terms of gold, and this decline lasted until 
the First World War. The average ratio for 1915 was 40.48:1. 
During the War, the price of silver made a phenomenal rise to the 
level which had prevailed before the ’seventies, owing primarily to 
heavy demand for making payments to British India, coupled with 
a sharp decrease in production by Mexico, the largest silver pro- 
ducer, The peak of 1920 (15.31:1) was followed by a more rapid 
decline than ever. In the next decade, nearly every important 
nation (except China, India, Spain, and the United States) reduced 
tho fineness of its silver coins. France, Belgium, and Finland dis- 
continued the coinage of silver, and British India began to sell her 
surplus stock. At the same time, production increased until it 
reached an all-time record of nearly 261 million ounces in 1929. 
On January 3, the first business day of 1933, the prices of silver 
were the lowest in history, lfl^d. in London and 24 ^ cents in New 
York, which meant a ratio of 84.37 ; 1. 
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In respect to the price decline since 1873, the defense of silver is 
that no such drop would have occurred if the world had continued 
the general use of silver as standard money. This is no doubt true, 
but no one can accurately estimate what would have happened, for 
a higher price for silver would also have caused a larger production. 

Some advocates of silver also point out that the purchasing 
power of silver in terms of general commodities has been more 
stable than that of gold since 1914. This was especially true of the 
periods from 1915 to 1921 and 1930 to 1933. But who can say 
what would have happened to the value of silver if it had been 
subjected to the same monetary strain as gold during those years? 

It is also argued that silver production since 1890 has more 
closely followed the production trend of all commodities than has 
gold, and, therefore, that a silver standard, or a combination of 
silver with gold would have given the world greater stability in 
prices than has been the case under the gold regime. During this 
period and especially during the first half of it, gold production in- 
creased much more rapidly than did commodity production, and 
silver production increased less rapidly than either. From thin 
fact it is reasoned that general prices could not have risen so rapidly 
from 1896 to 1915 if silver had been allowed to do its work. Again 
it must be asked: who knows what would have happened to the 
production of silver if its full monetary use had continued and its 
value had consequently been maintained at a level higher than 
actually did prevail? 

The student must remember that not all of the arguments for or 
against a wider monetary use of silver are limited to an altruistic 
or even an unbiased economic basis. Mexico and the United States 
are large producers and, normally, largo exporters of silver. Amer- 
ican capital probably controls over 60 per cent of the world’s mine 
production of silver, and British capital, 20 per cent. In recent 
years some governments have had for sale silver obtained by re- 
ducing the fineness of their coins. All these interests would like 
to see a high price for silver. On the other hand, the Orient is 
normally a buyer of silver, and would like to get it at a reasonable 
price. 

(3) Bimetallic standard. The essentials of a bimetallic stand- 
ard are: 

First, the standard of value is defined as either of two metals, a 
definite quantity and fineness of each being specified aa the unit — 
for example, 20 grains of gold and 400 grains of silver. 
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Second, all credit money issued by the government or the central 
bank, and all legal tender money, are redeemable, at the option of 
the government, in either metal. 

Third, both metals are full legal tender. 

Fourth, there is no limitation upon the importation or exporta- 
tion of either metal in any form. 

Fifth, in case of a bimetallic coin standard, there is free and un- 
limited coinage of both metals; and, in case of a bimetallic bullion 
standard, the treasury freely and without limit exchanges govern- 
ment credit money for either metal at the officially fixed ratios. 

In practice, only the bimetallic coin standard has been used, but 
a bimetallic bullion standard might be adopted for the same reasons 
as apply in the case of a gold bullion standard. 

The chief argument for the bimetallic standard is that it would 
be more stable than either gold or silver. For example, if silver 
production were to increase, and silver therefore become cheaper in 
terms of gold, silver would be used more extensively for monetary 
purposes and gold would be released for other uses. The increased 
monetary demand for silver would lessen its decline in value, and 
the increased supply of gold coming from the monetary stock into 
the bullion market would lower the value of gold. Thus, while 
both would fall in value together, neither would fall as much as 
would silver if that alone were being used as the standard. Sim- 
ilarly, a decline in the value of gold would be checked by the sub- 
stitution of gold for silver in the monetary stock. If either metal 
started to rise in value as against the other, its rise would be 
checked by the substitution of the other metal. 

Consequently, a bimetallic standard would be more stable than 
a gold standard during a period when the value of gold tended to 
fluctuate more than that of silver, and more stable than a silver 
standard when silver tended to fluctuate more than gold. This 
must be admitted by opponents of the bimetallic standard. How- 
ever, by the same reasoning, they contend rightly that a bimetallic 
standard would be leas stable than gold when gold was fluctuating 
leaa than silver, and leaa stable than silver when silver was fluctuat- 
ing lew than gold. 

Opponents of bimetallism also point out the danger that one of 
the two metals may disappear from the monetary stock. For ex- 
ample, assume that the United States were to adopt a bimetallic 
standard with the dollar defined as 13 5/7 grains of pure gold or 
480 grains of pure silver. This would mean that the Treasury val- 
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ued gold at $35 an ounce and silver at $1 an ounce. If the two 
metals had the same ratio of 35:1 in the bullion markets of th<* 
world, no problem would arise. Now suppose a sudden increase in 
the supply of silver sufficient to reduce the market price of silver 
to 50 cents an ounce. Only silver would be taken to the govern- 
ment to be coined or exchanged for credit money. Gold would be 
taken to the market and exchanged for silver. Obviously, gold 
would be rapidly driven out of the monetary stock and replaced by 
silver. 

This tendency for cheaper money to drive dearer money out of 
circulation is called Gresham’s Law, after Sir Thomas Gresham, 
Queen Elizabeth’s master of the mint, who was one of many to 
draw attention to it. 

Under the circumstances outlined above, gold would continue to 
leave the monetary stock as long as the operation was profitable. 
With 13 5/7 grains of gold exchanging for 2 ounces of silver in the 
market, and 2 ounces of silver exchanging for $2 at the mint, there 
would be a profit of 100 per cent, less interest, brokerage, and ship- 
ping charges. But this pouring of gold into the bullion market 
would lower the value of gold, and the removal of silver from the 
market would raise the value of silver, thus drawing the market 
ratio back toward the mint ratio. If the country’s gold stock was 
sufficiently large, it could release enough gold and absorb enough 
silver to bring the world’s market ratio back to its mint ratio, with- 
out losing all of its monetary gold. Otherwise, all of its gold would 
disappear, and it would be left with silver alone. 

The question as to whether any single country, or a group of 
countries working together, could maintain actual circulation of 
both gold and silver in a bimetallic system, would be determined by 
the size of their monetary stocks of the metals as compared with the 
market forces working against them. 

(4) Sym metallic standard. The symmetallia standard has 
been proposed (but never adopted) as a means of obtaining the 
lienefits claimed for bimetallism without subjecting the monetary 
system to the operation of Gresham’s Law. Under this plan, the 
standard unit of value would be a definite quantity of a fusion or 
combination of two or more metals in some specified proportion to 
one another. For example, the dollar might be a coin or bar con- 
taining <) 0/7 grains of gold and 240 grains of silver. Two such 
dollars would have the same value as one gold dollar containing 
13 3/ 7 grains of gold plus one silver dollar containing 480 grains 
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of silver coined under a bimetallic system, and the mint ratio be- 
tween the two metals would be 35:1 in either case. 

Credit money would be redeemed in symmetallic coins or bars, 
or in gold bars plus silver bars m fixed proportion. If the bullion 
market ratio should now go to 70 • 1, as assumed in the discussion 
of bimetallism, any person seeking to take advantage of the situa- 
tion would receive both gold and silver in redeeming paper money, 
and would be required to present both metals (or the equivalent in 
value as determined by the bullion market) in order to get paper 
money. A paper dollar could be exchanged at the mint for 6 6/7 
grams of gold plus 240 grains of silver, and the gold could then be 
exchanged for 480 grains of silver in the bullion market, the ex- 
change leaving the holder with 720 grains of silver. But when he 
returned to the mint with all this silver, he would find that he could 
get for it only one paper dollar, and his expense and trouble would 
represent a net loss. 

Symmetallism is clearly superior to bimetallism in so far as 
Gresham’s Law is concerned. It is inferior in that the symmetallic 
unit would have no fixed value in comparison with the monetary 
units of either gold or silver standard countries, while the gold unit 
of a maintained bimetallic system does have a fixed relationship to 
the units of all gold standard countries, and the silver unit has a 
fixed relationship to the units of silver standard countries. How 
the lack of such a fixed relationship handicaps a country in world 
trade and in world financial operations will be understood after 
reading the chapters on foreign exchange. 

(5) Compensated standard. The compensated, or stabilized, 
standard has been proposed as a means of stabilizing the value of 
the monetary unit. Under this plan, the unit would not be coined, 
but redemption would be in bullion, and the quantity of metal in 
the unit would be changed periodically to counterbalance changes 
in its value. If prices rose — that is, if the value of the unit fell — 
the quantity of metal in the unit would be increased so as to raise 
its value. A fall in prices — that is, rise in the value of the unit — 
would be compensated by reducing the weight of the unit. Thus, 
if prices were tending to rise, the holder of credit money would re- 
ceive a larger quantity of metal upon redemption at the second ad- 
justment date than at the first; a still larger quantity on the third 
date; and so on. To hamper speculation in money at the expense 
of the government, the selling price of gold, or ratio of redemption 
at the treasury, would be higher than the buying price, or ratio of 
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issuing credit money, and no single periodic adjustment in the 
weight of the unit would be greater than this margin. If such 
limited adjustment for a given period failed to compensate for the 
rise in prices, successive adjustments within the limit would bo 
made at stated intervals until the desired result was attained. 
Continued decline in prices would be compensated by successive 
weight reductions within the limit. 

It will be observed that a speculator might profit during a con- 
tinued rise in prices by holding credit money until two or more 
adjustment dates had passed. During a continued decline in prices 
he might profit by selling credit money short (borrowing), and 
maintaining his debtor position through two or more periods. 

The compensated standard would have the same disadvantage 
as the symmetallic standard in that the unit would have no fixed 
value in comparison with the monetary units of other countries, 
unless other countries adopted the same standard and the same 
basis for measuring and compensating changes in the value of the 
unit. While the compensated standard has been proposed only in 
connection with gold, and never adopted, the idea would be equally 
adaptable to any of the other types of commodity standards de- 
scribed above, as long as the unit was not coined. A compensated 
silver standard, or bimetallic standard, or symmetallic standard 
would be just as feasible as a compensated gold standard. 

(6) “ Tabular standard” The so-called “tabular standard” is 
a proposed method of eliminating the injustice between debtor and 
creditor that is wrought by price changes. This plan would pro- 
vide that the borrower repay an amount of money which at the 
time of payment would have a purchasing power equal to that 
possessed by the money he borrowed at the time the loan was made, 
and that interest payments be similarly adjusted. Assume that 
11,000 was borrowed for one year with interest at 6 per cent. If 
during that year prices rose 10 per cent, the repayment of $1,100 as 
principal and $55 as interest would counterbalance the loas in the 
value of money. A 10 per cent fall in prices would be compensated 
by a repayment of $900 as principal and $45 as interest. Similar 
adjustments would be made on other term contracts, such as leases, 
insurance, and so forth. 

The “tabular standard” is often referred to as a type of com- 
modity standard, since the adjustments would be based on changes 
in the prices of a selected group of commodities (and perhaps 
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services). But it is not a monetary standard at all; it is merely a 
method of adjusting deferred payments which could be used in 
connection with any type of monetary standard. 

Nor would the tabular plan eradicate all the evils of changing 
prices. As between debtor and creditor, it would do only rough and 
varying j'ustice. Suppose that during the life of a farm mortgage, 
there is a 50 per cent rise in the prices of the group of commodities 
chosen to measure changes in the value of money, but a rise of only 
10 per cent in the prices of the products which the farmer has to 
sell. Under the tabular plan, the farmer will be required to repay 
50 per cent more dollars than he borrowed, although the number of 
dollars in his net income may have actually decreased because of 
the rising cost of production. The 50 per cent increase in dollars 
paid to the creditor may give the creditor either greater or less 
purchasing power over the things he has to buy than was possessed 
by the dollars he surrendered at the time the loan was made. 

The plan might in considerable degree mitigate, but could hardly 
eliminate, business booms and depressions, with all their attendant 
evils. Booms are largely based on speculation and credit expan- 
sion. If the profit anticipated from a rise in prices were consumed 
by an increase in the amount that the borrowing speculator had to 
pay in settling his debts, there would be no object in speculating or 
in inflating credit to support speculation. If business booms could 
thus be hold within reasonable limits, succeeding depressions would 
bo similarly limited, because the seed of a depression is sown dur- 
ing, and its extent largely determined by, the boom preceding it. 
However, the prices of individual commodities will fluctuate out of 
line with average prices, and hence opportunities for speculative 
profits will occur, regardless of any general plan of stabilizing the 
value of money or for adjusting deferred payments to compensate 
changes in general prices. 

(B) Fiat standards. Fiat money may be made of paper, metal, 
or any other material. There are two tests of fiat money: the 
value of the money must be substantially higher than that of the 
material contained in it, and the money must not be a promise to 
pay some other kind of money. A depreciated credit money re- 
mains credit money at law until repudiated; but the inability to 
pay, or the bad faith, of the issuing government may become so 
patent that the money may, for all practical purposes, be classed as 
flat money. 
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The essentials of a fiat standard are: 

First, a unit of fiat money is adopted as the standard unit of 
value. 

Second, the standard fiat money is full legal tender. 

Third, all credit money issued by the government and the cen- 
tral bank, and all other legal tender money, is redeemable in the 
standard fiat money. 

Paper is the material usually employed in making fiat money, 
probably because the money started out as paper credit money, or 
because paper is thought to be cheaper. As a matter of fact, some 
metal, such as silver, bronze, or copper, would probably be cheaper 
than paper in the long run if the standard money is intended for 
general circulation. While the first cost of metal is higher than 
that of paper, metal is much the more durable. 

The advantage claimed for fiat money is that its supply can be 
regulated so as to prevent large changes in the level of prices. In 
actual experience, its supply has in the past l>een usually “regu- 
lated” only by whatever limit there was to the productive capacity 
of the printing presses available for manufacturing it. 

If it be granted for the moment that there could be established 
and maintained a regulatory body with sufficient honesty and forti- 
tude to resist all temptation and pressure to overissue, certain 
objections to fiat money still remain. First, there is the question 
as to whether man has yet developed the knowledge and judgment 
necessary so to manage a system of money and credit as to achieve 
stability of prices. It will be replied that, nevertheless, the at- 
tempt should be made, that some form of management is generally 
advocated in connection with various commodity money standards, 
and that management would be simplified in the case of a fiat 
standard by the fact that the money of redemption could not be 
exhausted by “runs” for export or hoarding. 

Since the effectiveness of management under any monetary 
standard has not yet lieen satisfactorily demonstrated, it would 
seem foolhardy to run the risk of inflation attendant upon a fiat 
standard for the sake of whatever advantages it may have in facili- 
tating management. Moreover, this alleged advantage in manage- 
ment of file standard money can easily be exaggerated, for it must 
lie remcmlwred that it is credit, not standard money, that stands in 
greater need of control. To argue that the supply of a fiat money 
of redemption could not be exhausted, as a commodity money like 
gold could 1 h>— and has been, by “runs" — is to admit the intention 
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to overissue m case credit expansion gets out of control and public 
confidence is destroyed. After credit management has been per- 
fected, it will be soon enough to undertake the mastery of a fiat 
standard. 

A fiat standard, in common with the symmetallic and compen- 
sated standards, has another disadvantage, in that the unit would 
have no fixed value in comparison with the units of other countries. 
To overcome this, it has been suggested that an international fiat 
standard be adopted, with the amounts to be issued by each par- 
ticipating nation regulated by agreement or by a representative 
commission. The difficulty of initiating such a plan is admitted 
by its advocates. They should also admit the probable impossibil- 
ity of maintaining such a limiting agreement as one member of the 
group after another is faced with the exigencies of war and of col- 
lapsing credit. Who can doubt that a nation at war, fighting for 
its very existence, would abandon this or any other monetary stand- 
ard if military success seemed to require it? 

A properly managed fiat standard uniformly used by all impor- 
tant nations would probably be ideal, but it appears too idealistic 
for practical application in the world in which we live today. 

“Managed currencies ” Some degree of management or control 
is attempted in any modern currency and credit system. From 
the establishment of the Federal Reserve System in the United 
States, the Federal Reserve Board and leading bankers sought in 
varying ways and degrees to exercise some control over credit in 
the country. Before that, the Federal Treasury and leading bank- 
ers, upon occasion, attempted to influence the volume of currency 
and credit available to the public. The same is true of the central 
banks, treasuries, and leading bankers in other countries. 

In recent years, however, the term “managed currency” has come 
to have a special meaning. It can best be illustrated, perhaps, by 
reference to developments in Great Britain after that country was 
forced to abandon the gold standard in September, 1931. When 
Britain finally fought her way back to the gold standard in 1925, 
she adopted a gold bullion standard. The Gold Standard Act of 
1925 (May 13) provided: “The Bank of England shall be bound to 
sell to any person who makes demand in that behalf at the head 
office of the Bank during office hours of the Bank, and payB the 
purchase price in any legal tender, gold bullion at the price of 
£3 17s. lOVfcd. per ounce troy of gold of the standard fineness pre- 
scribed for gold coins by the coinage act of 1870, but only in the 
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form of bars containing approximately 400 ounces troy of fine 
gold.” This provision made the Bank responsible for redemption 
of all the country’s legal tender whether or not issued by the Bank. 

Effective September 21, 1931, Parliament suspended the above 
provisions “unless and until His Majesty by proclamation other- 
wise directs.” Notes of the Bank of England arc full legal tender 
and are the standard money of England today. Originally issued 
as credit money, their redemption has been suspended, and then' is 
no indication as to when it will be resumed, if at all. The value of 
the notes is maintained by their legal tender power and by restric- 
tion of their supply in relation to the demand for them Through 
“management” of the supply of money and of credit generally, the 
price level of Great Britain was, for several years, during time of 
peace, comparatively stable after suspension of the gold standard 
at a time when prices in many other countries (some on the gold 
standard) were far from stable. 

At the same time, an equalization account was established in the 
Treasury for use m smoothing out temporary fluctuations in value 
between the pound and other currencies. The Scandinavian coun- 
tries and most of the British dominions (the so-called sterling bloc) 
regulated their currencies with a view to maintaining a stable value 
between them and the pound. During this period, the pound 
sterling continued to he the most important currency in world 
trade. 

Thus, Great Britain was able for some years to obtain satisfac- 
tory results from an inconvertible credit standard. Because of this 
expressed views of influential British statesmen and bankers that 
resumption of specie payment should he long deferred, perhaps in- 
definitely, the standard might Ik* more properly termed a fiat stand- 
ard. At any rate, the “managed currency” system appears to Ik* a 
euphemistic term for an inconvertible credit or fiat standard. The 
final result will, of course, Ik* largely determined by the intelligence 
and restraint with which the system is managed and the degree in 
which public confidence is maintained. 

Fiat exchange standard. The fiat exchange standard ia the same 
in principle as the gold exchange standard described aliove, the dif- 
ference being that the hills of exchange, which the Treasury agrees 
to buy and sell at a fixed discount and premium respectively, are 
drawn upon a country that is on a fiat standard instead of a gold 
standard. 
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In 1898 India adopted a modified sterling exchange standard 
when it arranged to peg the rupee at 16d as a token coin This was 
a gold exchange standard, since the government agreed to buy and 
sell bills of exchange on London at fixed prices, and England was 
on the gold standard. When England was driven off the gold 
standard on September 21, 1931, India stuck to the sterling ex- 
change standard. Since then England has been in fact on a fiat 
standard, and India in consequence has been on a fiat exchange 
basis. 

Questions for Study and Review 

1 State the essentials of a gold com standard. 

2 Explain the essential differences between the gold coin standard and: (a) 
the gold bullion standard; (b) the gold exchange standard. 

3. State the essentials of the silver bullion .standard. 

4 Discuss critically the statement: “The fact that the value of silver (in terms 
of commodities generally) was more stable than that of gold during the period 
1915-1033 proves that silver is preferable to gold as standard money.” 

5. State the relative advantages and disadvantages of bimetallism as compared 
with symmetallism. 

fi. Compare the effects of the compensated standard with those of the “tabu- 
lar standard” upon: (a) the domestic price level; (b) the value of domestic 
currency m terms of foreign currencies; and (c) the interest rate on long-term 
bonds. 

7. State arguments for and against the fiat standard 

Problems 

1. Calculate the amounts of gold and silver that would be required in a sym- 
metnllie dollar to give it the purchasing power of the present gold dollar, assum- 
ing that 215 times as much (by weight) silver as gold must be used and that the 
bullion value of silver is 50 cents per fine ounce. 

2. The price level in the United States dropped 43 per cent during the four- 
teen months following May, 1920. $00 million of Treasury notes lienring interest 
at 3% is issued in May, 1920 to mature in fourteen months with interest for the 
entire iieriod. What amount would 1* paid under the “tabular” standard? 

3. Assume that Federal Reserve hanks are required to maintain minimum 
gold reserves of 25% against Federal Reserve notes in circulation and against 
their deposit liabilities; that London hanks are required to maintain minimum 
reserves of 10% which must consist of a deposit balance in the Bank of England; 
that the Bank of England must have a 20% gold reserve against its deposit 
liabilities. 

Calculate: (a) the actual gold reserve which would have lieen required of the 
twelve Federal Reserve banks at their last weekly statement date; (b) the 
actual gold reserve required in the Bank of England to Imck up Federal Reserve 
bank liabilities if the United States were on the gold exchange standard with a 
London bank as the depository. 
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CHAPTER 3 


Money in the United States 


Money in the American colonies. The American colonies, 
handicapped by a scarcity of coins, experimented with many primi- 
tive mediums of exchange, including woodpecker scalps and den- 
talium shells m California, wampum in the East, bullets in New 
England, tobacco in Virginia, and skins on the western slopes of 
the Alleghanies. 

There was a meager and heterogeneous circulation of coins from 
every important country in Europe, but the predominant position 
was finally won by the Spanish dollar. Along with both gold and 
silver coins from various countries, it was generally made legal 
tender. In 1652 Massachusetts established the first and only colo- 
nial mint, which later produced the famous pine-tree coins. Vari- 
ous colonies kept accounts in the moneys of their mother countries, 
and thus added to the general confusion. Shillings and pence, 
dalers and skillings, livres and sous, guilders and stivers competed 
with the Spanish dollar and real. 

Many of the colonies issued paper money (bills of credit) which 
circulated at varying rates of discount. Paper bills were cut into 
pieces to make change. In 1763 the British Parliament strictly 
forbade the colonies to give legal-tender power to their bills, but no 
provision was made for supplying them with an adequate currency. 

The Continental Congress, having no adequate taxing power, 
sought to finance the Revolution with paper money which it could 
not make even legal tender. These continental bills were declared 
redeemable in Spanish dollars or the equivalent in gold or silver. 
Before the war ended, the bills had become so nearly worthless 
that they gave rise to the expression “not worth a continental.” 
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In 1790, Congress authorized the Treasury to accept them at the 
rate of 100 for 1, in payment for bonds of the new Federal govern- 
ment. The States vied with the Continental Congress in issuing 
paper money. As a result, the new nation was born in a welter of 
depreciated paper currency. 

Money in the United States: 1792-1834. The Constitution em- 
powers Congress to “coin Money, regulate the value thereof, and of 
foreign Com,’' and forbids the States to “com Money; emit Hills of 
Credit; make any Thing but gold and silver Com a Tender in Pay- 
ment of Debts.” Iloth Jefferson and Hamilton recommended the 
establishment of a bimetallic system. 

Congress adopted a bimetallic system in the Act. of April 2, 1792. 
The new gold unit weighed 27 grains, eleven-twelfths fine, and thus 
contained 24% grains of pure gold; the silver unit was fixed at 41(5 
grains, .8924 fine, and contained 371 1 * * * ^ grains of pure silver. This 
made the legal mint ratio 15:1.' Fractional silver coins of the 
same fineness and of weights proportionate to that, of the silver 
dollar were provided. Heavy copper cents and half cents of 294 
and 132 grains, respectively, were also provided. Because of the 
scarcity of coins, foreign coins were declared legal tender in 1793 
for a period to end three years after the new mint, began operation. 
This provision was renewed on numerous occasions, and foreign 
coins were not denied the right to circulate as money until 18.17. 

In 1793 the bullion market ratio corresponded to the American 
mint ratio; but the mint, ratio of France was lfi.fi: l, 9 which meant 
that gold was valued more highly there than at the American mint. 
Furthermore, in 1799 the market ratio rose to an average of 15.74:1, 
and the annual average never again fell so low as 15:1, As a re- 
sult, very little gold was presented for coinage in the United States. 

Silver dollars were also withdrawn from circulation and exported 
to the West Indies, where they could lie exchanged at par for the 
Rlightly heavier Spanish dollars. The latter were then melted 
down and taken to the mint for coinage into American doiiani at a 
profit. President Jefferson, tired of ojjeratirig the mint for the 
benefit of bullion dealers, discontinued the coinage of silver dollars 
in 1806, and none wan coined thereafter until 1836. 

From 1792 to 1834, metallic circulation in the United States was 


1 Arhmlly, the fir#t Director of tlw Mint made the nilver coin* 400 fine, with » fine 

•ilvrr content of 374.75 grain* Ur tho dollar, and thua wade the ratio lfi 14:1. 

* While tin- I. «<•! mini wo* IS IS: I under the Act of 1803, tlir effective mint ratio 

wm IS 00:1 berauae of differing mint ohargra on gold and wlver roina, 
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limited almost entirely to a scanty supply of American fractional 
silver and minor copper coins, together with a mixture of foreign 
silver coins. Legally on a bimetallic standard, the country was 
hard pressed to find even silver enough for the requirements of 
trade. 

A satisfactory bank note currency was provided by the first Bank 
of the United States, which was chartered in 1791 for 20 years, but 
its charter expired in 1811 and was not renewed by Congress. 
Thereafter, State-chartered banks of every description sprang up 
like mushrooms and flooded the country with depreciated bank 
notes. From 1814 to 181G these banks generally suspended specie 
payments, and their notes depreciated to such an extent that coins 
were almost entirely driven out of circulation. Conditions im- 
proved during the life of the second Bank of the United States^ 
1816 to 183(5. After 1818 New England bank notes were kept at 
par, and some of the other States improved their banking systems. 

1834-1861. By the Act of June 28, 1834, Congress adopted a 
mint ratio of 10:1 by reducing the weight of the gold dollar to 25.8 
grains, .899225 fine. An Act of January 18, 1837, changed the fine- 
ness of both gold and silver coins to .900, left the total weight of 
the gold dollar at 25.8 grains, and reduced the silver dollar to 412% 
grains, with fractional silver coins in proportion. This lowered the 
mint ratio to 15.99:1. 

Silver was now undervalued at the mint just as it had previously 
been overvalued. France retained the 15.5:1 legal ratio, 8 which 
meant that silver could more profitably be taken to the French 
mint than to Philadelphia, while the American mint was preferred 
for gold. The bullion market ratio averaged 15.73:1 during 1834, 
and the average did not go above 15.93:1 for any year until 1874. 
As a result, gold gradually replaced silver in the monetary stock. 
With the greatly increased gold production after 1848-1851 and 
the consequent rise in the relative value of silver, the United States 
was almost denuded of even fractional silver coins, because their 
bullion value was constantly higher than their coin value. This 
premium averaged 4.2 cents to the dollar through 1853. 

By the Act of February 21, 1853, Congress took steps to relieve 
the famine in small change. Unlimited coinage of fractional silver 
coins was stopped. These coins were reduced to a subsidiary basis, 
and their weight was decreased by 6.91 per cent. Thus, two half 

'Through '’hangr* In mint chargna, the effective mint ratio watt reduced from 
UJ»:l to in UBS, to UJm.l in I860, and to 15.683:1 in 1854. 
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dollars, four quarters, and so on, contained 345 6 grains of fine 
silver, as compared with 371Vi grains in the silver dollar. The now- 
coins could be kept in circulation, since their bullion value was 
slightly below their coin value. 

While the United States continued on the bimetallic standard 
from 1834 to 1873, gold was the only standard coin that could be 
kept in circulation. Silver dollars were practically unknown, and 
small silver coins circulated only after they had been convert (id 
from a fractional to a subsidiary basis and reduced m weight. 

1861-1873. Civil War financing put both North and South on a 
paper-money basis. Circulating notes issued by the ('on federate 
Treasury and the various Southern States depreciated rapidly as the 
war went on and as the amounts outstanding increased. After the 
war was lost, these notes became worthless. 

During the war the North issued 50 million dollars of demand 
Treasury notes, 450 million dollars of legal-tender United State's 
notes (greenbacks), and 103 million dollars of interest-bearing 
Treasury notes (also legal tender). Both the banks and the Treas- 
ury had suspended specie payment even before the first issue of 
greenbacks was authorized on February 25, 18(52. 

Paper money of every kind depreciated rapidly after specie pay- 
ment was suspended. Gold and silver coins were quickly driven 
out of circulation, and the North was left with no currency in de- 
nominations between the cent and the $5 bill. The people were 
forced to use postage stamps to fill the void. Stamps were made 
legal tender. Both the Treasury and the banka issued fractional 
paper currency, and notes were cut into pieces to make change. 
Many cities and towns issued their own notes. All this was sup- 
plemented by private issues of paper currency (“shinplnsters’’) 
put into circulation by every conceivable type of business concern. 

In the attempt to check further depreciation of the greenback, 
Congress in 1804 forbade trading in gold futures and limited to ten 
days future commitments in foreign exchange. Within forty-eight 
hours after the Act was passed, the gold value of the greenback dol- 
lar fell from $.55 to $.43 ‘/a, and the law was promptly re|>euled. 

Following the war the greenbacks were gradually retired until 
further contraction was stopj>ed by an inflationist Congress in 1808, 
when 350 million dollars was still in circulation. 8|>eculation in 
the greenback price of gold became a national pastime, climaxed by 
.Jay ( ronld’s attempt to comer gold and his failure on “Black Fri- 
day” ( September 24, 1809). In the Panic of 1873 the Treasury 
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issued enough greenbacks to bring the total up to 382 million 
dollars 

The Act of May 31, 1878, required the greenbacks to be reissued 
when redeemed or received m the Treasury; and the amount out- 
standing at that time, $346,681,016, is still outstanding. The 
Treasury maintains a gold reserve of $156,039,430.93 against these 
greenbacks and the $1,149,558 of Treasury notes of 1890 outstand- 
ing. The latter are also secured by silver dollars in the Treasury. 
An Act. of June 17, 1930, authorized the acceptance of United 
States notes in payment of customs dues. 

By Acts of 1863 and 1864, Congress authorized the establishment 
of national banks, to be chartered by the Federal government and 
empowered to issue a sound bank note circulation. After 1866, 
when Congress imposed a tax of 10 per cent per annum on notes of 
banks other than national, bank note issue was monopolized by the 
national banks until the Federal Reserve banks were chartered in 
1914. National bank notes circulated at par with greenbacks, in 
which they were redeemable. 

The “crime of ’73.” Congress made a general revision of the 
coinage laws in the Act of February 12, 1873. No change was 
made in the gold coins, but all silver coinage was altered. The 
half-dime and three-cent silver coins were discontinued, and 
the weight of the remaining subsidiary silver coins was slightly 
increased. 

The new law made no mention of the silver dollar. This prob- 
ably was only a recognition of the fact that the coin had practically 
disappeared from the consciousness of the people. While some 
silver dollars had been minted in every year since 1858, their coin 
valuo had been below their bullion value ever since the adoption o\ 
the 16:1 ratio, anti they had not circulated. In fact, they had been 
an insignificant part of the currency since President Jefferson’s 
action in 1806. However, in subsequent silver controversies, Con- 
gress was accused of having deliberately killed the silver dollar, and 
the Act was later referred to as the “crime of 73.” 

The Act provided for a heavy “trade dollar,” containing 420 
grains of silver, .900 fine. This coin was intended primarily for use 
as a substitute for the Mexican dollar in trade with the Orient. 
However, unlimited coinage was authorized and, along with sub- 
sidiary coins, the new coins were made legal tender up to a value of 
i5. The price of silver soon declined to ft point where it became 
profitable to take bullion to the mint for coinage into trade dollars 
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for domestic circulation. Their legal-tender power was rescinded, 
and their coinage restricted in 187G. None was coined after 1883; 
in 1887 their further coinage was prohibited. 

By the Act of 1873, bimetallism was legally discontinued in the 
United States, and the gold standard was formally adopted. 

Decline of silver. Soon after 1873 the silver interests began to 
realize that a serious decline in the value of silver was threatened, 
and there ensued a battle for the restoration of silver to full mone- 
tary use — a battle which has lasted to this day. To understand 
developments m the United States, it is necessary to glance for a 
moment at what was taking place among the bimetallic countries 
in Europe, 

The signatories to the Latin Monetary Union Treaty of 18(>5 
(France, Italy, Belgium, and Switzerland) demoted all silver coins, 
except the five-franc piece, to a subsidiary basis, with limited coin- 
age, limited legal-tender power, and reduced fineness. The Ger- 
man Empire, by its laws of 1871 and 1873, adopted the gold stand- 
ard, and in the latter year began to sell the. country’s surplus stock 
of silver. In Austria and Italy, depreciated paper currencies drove 
both gold and silver out of circulation, and threw them on the bul- 
lion market. British India demanded less silver after 180(5. 

Coincident with this dewase in the monetary demand for silver, 
production increased steadily after 1874 and added to the rout of 
the white metal. At the same time, the value of gold was driven 
upward, and the relative value of silver therefore downward, by an 
increase in the world's monetary demand for gold, which outran 
even the increasing production. Bimetallic nations began to fear 
the complete disappearance of gold from their monetary stock*. 
The Latin Monetary Union, in 1874, limited the coinage of five- 
franc pieces to a definite quota for each of the four nations, and 
reduced the quotas in 187(5. Coinage of five-franc pieces was 
»topiH*d by Switzerland in 1873, and by France ami Belgium a year 
later. In 1878 the treaty was revised to prohibit the minting of 
these coins until all four nations should agree to its resumption. 

The following table, giving the averuge annual ratios of silver to 
gold in the market, will indicate how rapidly the relative value of 
silver declined after 18T>{», when the ratio averaged 18.10:1. 
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Specie Resumption Act. The silver forces won their first vic- 
tory m the Specie Resumption Act of January 14, 1875. This Act 
directed the Treasury to redeem greenbacks at par in gold after 
January 1, 1879. 

It also ordered that subsidiary silver coins be minted “as rapidly 
as practicable” and paid out in redemption of fractional paper cur- 
rency. However, the Secretary of the Treasury, Bristow, inter- 
preted the mandatory provision as applying only to coinage of 
silver and not to paying it out. He had piled up in the Treasury 
about 1(5 million dollars of subsidiary silver coins (on a falling 
silver market) when Congress, by the Act of April 17, 1876, ordered 
him to pay out these coins, mint an additional supply, and continue 
this until all fractional paper currency was retired. But a shortage 
of small change had by this tune driven the fractional paper cur- 
rency to a premium, and little was presented for redemption. In 
July the Treasury was authorized to exchange silver coins for 
greenbacks up to 10 million dollars and to pay the coins out for the 
general purposes of the government as long as the amount of the 
coins plus fractional paper currency outstanding did not exceed 50 
million dollars. 

This legislation, coupled with a steady decline in the value of 
silver, restored the country’s stock of subsidiary coins. While this 
meant a considerable increase in the monetary use of silver, its 
actual boon to the silver interests was less than expected, because 
the continued decline in silver led to an influx of old American silver 
coins that had been driven out of the country by Civil War infla- 
tion and had been in use as currency in South America for some 
fifteen years. 

Bland-Allison Act. The Bland-Allison Act of February 28, 
1878, was a more substantial victory for silver. It ordered the 
Secretary of the Treasury to purchase not less than 2 million dollars 
nor more than 4 million dollars worth of silver each month and to 
coin it into dollars containing, each, 412VL> grains of silver, .900 fine. 
The new dollars were made full legal tender. The Act also pro- 
vided that silver certificates in denominations not lower than $10 
might be issued against silver dollars deposited in the Treasury. 

Although the Treasury consistently purchased the minimum 
amount required by law, more than 378 million dollars were coined 
before the Act was repealed in 1890, an average of over 30 million 
dollars a year. The bulky new dollars could not be kept in circu- 
lation except in the Weet and the South. Increasing amounts were 
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used in paying taxes to the Treasury, where they piled up. An 
Act of August 4, 1886, authorized the issuance of silver certificates 
in denominations under $10, and as these found a ready demand 
in retail trade, the silver dollar was put into circulation by proxy. 

Act of 1879. By 1878, subsidiary silver coins became so redun- 
dant that merchants were forced to dispose of them to brokers at a 
discount, and the Treasury was still issuing new coins in exchange 
for fractional paper currency. To correct this condition, the Act 
of June 9, 1879, was passed, providing that subsidiary silver coins 
could be exchanged at the Treasury, in multiples of $20, “for lawful 
money of the United States,” and that the coins should be reissued 
in the same multiples in exchange for lawful money. As a sop to 
the silver interests, the legal-tender power of the coins was raised 
from $5 to $10. This was of little, if any, importance. It was 
convertibility which thereafter enabled the public to regulate the 
circulating volume of each denomination according to its own 
requirements. 

It should be noted that this law did not make subsidiary silver 
convertible into gold. The “Specie Resumption Act" of 1875 re- 
lated only to the greenbacks. Silver dollars ami certificates had 
not been made redeemable in gold, and, as they were “lawful 
money,” the Treasury had the option of paying them when sub- 
sidiary silver wits presented for conversion. Thus the United 
States had two moneys of redemption, two standards of value: the 
gold dollar, which was commodity money; and the silver dollar 
which, being inconvertible and having a coin value far in excess of 
its bullion value, was fiat money. In 1878 the bullion value of the 
silver dollar averaged $.892; by 1890 the average had fallen to 
$.809. 

Sherman Silver-Purchase Act. Silver made a larger gain in the 
Sherman Silver-Purchase Act of July 14, 1890. This Act rejjealcd 
the iiland-AHisou Act as being too mild, ami ordered the Secretary 
of the* Treasury to purchase 4,5(X),000 ounces of silver each month. 
The silver was to lie paid for with Treasury notes, which had full 
legal-tender i>ower and were redeemable by the Treasury, at its 
option, in gold or in silver dollars to be coined from the bullion. 
Again, nothing was said about redeeming the silver dollar, nor was 
the Treasury required to coin the silver purchased. The Act was 
a buhl subsidy to the silver interests. It left the eountry on the 
so-called “limping” standard, with on# lag of gold and tha other of 
fiat silver. 
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During the thirty-nine and a half months when this Act was in 
force, the Treasury issued nearly 156 million dollars of the “Treas- 
ury notes of 1890” and acquired enough bullion to coin over 225 
million silver dollars. However, only a little more than 36 million 
dollars were coined. The Treasury adopted the policy of redeem- 
ing Treasury notes in gold. With 156 million dollars of Treasury 
notes added to an already redundant currency, the public began to 
show a preference for gold. An increasing percentage of tax pay- 
ments consisted of Treasury notes, greenbacks, and silver instead 
of gold. Treasury notes, paid out in buying silver, were returned 
for redemption in gold; when the Treasury reissued the notes to 
pay current expenses, the notes were again returned for gold. 
Nothing could stop this “endless chain” so long as the Treasury 
continued to issue notes in payment for silver. 

In the spring of 1893, the Treasury’s gold reserve against the 
greenbacks fell below the presumed minimum of 100 million dollars. 
Confidence was shaken. Foreigners began to sell American securi- 
ties on the New York Htock Exchange. India stopped free coinage 
of silver, and the price of the metal fell from $.82 to $.67 an ounce. 
A money panic followed. A special session of Congress, called by 
President Cleveland, repealed the Sherman Act on October 30, 1893. 

Despite these body blows, the supporters of silver did not quit. 
Bimetallism, with a ratio of 16:1, was the principal issue in the 
Presidential campaign of 1896. If silver had won, the United 
States mint would have been working against a bullion market in 
which the average ratio for that year was 30.59 : 1. However, silver 
lost the election. 

“Gold Standard Act.” On March 13, 1900, Congress passed the 
so-called “Gold Standard Act,” which declared the gold dollar to be 
the standard unit of value, and instructed the Secretary of the 
Treasury to maintain all forms of money “at a parity” with gold. 
While redemption of silver in gold was not specified, it was consid- 
ered to be implied by the “parity" clause, and provision was made 
in the Act for the establishment and maintenance of a gold reserve 
of 150 million dollars for the redemption of greenbacks and Treas- 
ury notes of 1890. 

Federal Reserve Act. In the Federal Reserve Act of December 
23, 1913, Congress authorized the establishment of Federal Reserve 
banks with power to issue two kinds of circulating notes. The first 
and most important, was the Federal Reserve note, which is issued 
under provisions that make possible its expansion and contraction 
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in response to the changing requirements of trade. The second 
was the Federal Reserve bank note, which was originally intended 
to replace the national bank note and to be of the same general 
character as that note. 

Pittman Act. To provide silver for payment to India during 
the First World War, Congress passed the Pittman Act on April 
23, 1918. It authorized the Treasury to melt 350 million silver dol- 
lars and to sell the bullion at not less than $1 an ounce; ordered the 
cancellation of silver certificates in amount equal to the number of 
dollars melted; and, to keep peace with the silver interests, pro- 
vided that after the war the Treasury was to purchase American- 
mined silver at $1 an ounce in an amount sufficient to replace the 
metal sold. About 205) million ounces were melted and later re- 
placed. Tn the meantime the cancelled silver certificates were par- 
tially replaced m circulation with Federal Reserve hank notes. 

Gold standard during the First World War. The First World 
War drove all of the belligerent countries, except the Tinted State's, 
completely off the gold standard, and Europe was flooded with in- 
convertible paper money. The outstanding note issue of the Ger- 
man Reiehsbank was increased from about 2 billion marks in 15114 
to about 1,500 quintillions (1, 500, 000,000, 000,000, 000,000) in 1023. 
When the Reiehsbank was reorganized in 15)24, it redeemed the old 
marks in new reichsmarks at the rate of one trillion for one. Other 
countries, such as Austria-Hungary and Russia, had similar experi- 
ences. Before resuming gold payments in 102.8, France reduced 
the gold content of the franc by about 80 per cent. England es- 
tablished a gold bullion standard in 1023 without devaluation. 

The United Htates placed an embargo on gold from September 7, 
1917, to June 9, 1915). While gold was available for domestic pur- 
poses during this period, the industrial arts were subjects! to a 
quota, and the circulation of gold coin wus discouraged. During 
the embargo, substantial amounts of gold were set aside in the 
vaults of the Federal Reserve banks and earmarked as the prop- 
erty of certain foreign governments amt central banka, notably 
Argentina. 

Post-war gold standards. After the war, most of the world 
struggled back to the gold standard in one form or another. To 
accomplish this with the least jmssible contraction of credit, vari- 
ous (dans for economizing gold were devised. Gobi bullion and 
goltl exchange standards wore adopted with various modifications. 
Most of the gold which had lieen withdrawn from circulation and 
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concentrated m the treasuries and central banks during the war was 
kept there, where it could serve as a reserve against government 
and bank credit. Several additional countries established central 
banks, and central banks were generally given a monopoly, or near- 
monopoly, of note issues. 

Commercial banks were permitted to count the circulating notes 
and the deposit liabilities of central banks as legal reserve against 
their own liabilities, while the central banks in turn were required 
to maintain against their notes and deposits only a fractional re- 
serve in gold. Some central banks were also allowed to count as 
legal reserves bank deposits and short-term investments payable in 
foreign countries that were on the gold standard, and some were 
given the option of redeeming their liabilities in gold or gold ex- 
change. These foreign credits, in turn, were in some instances 
backed by fractional reserves consisting of central bank obligations 
against which only fractional gold reserves were held. 

The gold standard nations continued this pyramiding of credit 
upon gold until they had outstanding about $7 in credit money 
and demand bank deposits for every $1 in monetary gold, as com- 
pared to a ratio of about 4:1 which had prevailed before the war. 
The non-gold cover for credit money and demand deposits con- 
sisted mainly of bonds, bills of exchange, and promissory notes of 
business concerns. A widespread attempt to convert circulating 
notes and bank deposits into gold in any country soon pressed 
severely upon the gold reserve and forced the liquidation of bank 
assetB. In turn, the decline in prices, which always accompanies 
forced liquidation, threatened the solvency of banks and compelled 
them to suspend specie payments. The weaker debtor nations 
were eajiecially vulnerable in this respect, because, despite their 
paucity of gold, they were subjected to continual demands for mak- 
ing payments to creditor nations. 

The sense of strain and uneasiness which pervaded many parts 
of the work! caused banks and others to keep large amounts of 
capital in liquid form. This capital was shifted about from one 
country to another in search of a haven where it would be safe and 
yet earn some return. The sudden withdrawal of these large sums 
added to the normal difficulties of any system of banking and cur- 
rency already in distress, and subjected even the stronger nations 
to embarrassment. It was an easy matter for a money or banking 
panic to spread rapidly from one debtor country to another and 
finally into creditor countries. 
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In May, 1931, the dominant bank m Austria, tho Credit Anstalt, 
was discovered to be in serious difficulty Panic spread through 
southeastern Europe and soon reached Germany, whore the bank 
suspension became general m July. Foreigners immediately began 
to withdraw their deposits and to liquidate their short-term credits 
in London, because of the general alarm and tho fear that Great 
Britain might be affected by the losses in Central Europe. On 
September 21, England, after desperate efforts to maintain tho gold 
standard, was forced to abandon it The Scandinavian countries 
and nearly all of the British dominions and colonies followed suit. 
Other European nations, fearing that a formal abandonment of the 
standard might lead to the disastrous inflation wit!) which they had 
recently been all too familiar, imposed a strict regulation on foreign 
exchange transactions and gold movements that was tantamount 
to leaving the standard. By the end of 1932, only six nations were 
left on the gold standard: the United States, France, Belgium, 
Switzerland, Holland, and Poland. 

American crisis. When England suspended specie payments in 
September, 1931, the United States had the largest gold stock previ- 
ously held by any nation, nearly 5 billion dollars (of 25.K grains), 
or more than 40 per cent of the world’s entire monetary stock of 
gold. Within six weeks 725 million dollars was exported. At the 
same time the country was afflicted with an epidemic of bank fail- 
ures. Over eighteen hundred banks, with more than 1,300 million 
dollars in deposits, failed within six months. In the following 
May, foreigners again lost faith in the dollar, and an additional duO 
million dollars of gold was exported during May and June. The 
monetary gold stock was driven lielow 4 billion dollars before the 
tide was turned. This practically exhausted foreign balances in 
the United States, and so further gold withdrawals were not feared. 
In fact, gold imports during the last half of the year raised the gold 
stock to 4.5 billion dollars at t he end of 1932. 

The turn in the tide of gold movements, coupled with various 
emergency measures, restored confidence in some degree ; and the 
last half of 1932 was a period of comparative calm, on the surface. 
Underneath, the crisis waB gathering force, preparing for the final 
eruption. Mayors of various cities and towns declared holidays to 
save embarrassed banks from the necessity of {laying out cash. 
On October 31, 1932, the Lieutenant-Governor of Nevada declared 
a bank holiday for twelve days throughout the state, and this was 
renewed from time to time. In January of 1933, Iowa authorized 
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the Superintendent of Banking to operate banks in receivership on 
a restricted basis. Louisiana declared a holiday on February 4 to 
aid a large bank m New Orleans that was in difficulty. Uneasiness 
over the banks spread rapidly. On February 14, Michigan declared 
a bank holiday for one week. This was the beginning of the final 
crash On February 25, Maryland declared a holiday. Seven 
additional states fell in line by March 1. 

In the meantime, monetary circulation had expanded. The 
bank runs of 1931 had resulted in an enormous increase in the 
public demand for currency. At the end of that year, money in 
circulation, outside the Treasury and Federal Reserve banks, was 
about 700 million dollars above the normal year-end peak of 5 bil- 
lion dollars that, had prevailed during prosperous years Seasonal 
contraction during the first quarter of 1932 was more than offset by 
further exiiansion during the May-July disturbance, after which 
there was a slight decline in circulation to the end of the year. 

Although the average circulation in 1932 was fully a billion dol- 
lars above the level of 1930, and three-quarters of a billion above 
the levels of earlier prosperous years, encouragement was taken 
from the failure of circulation to expand normally during the pre- 
Christmas period of 1932. It was especially noted that, all through 
the disturbances of 1929 to 1932, the public had generally been 
satisfied to accept bank note currency when liquidating bank de- 
posits. ( «old had not beon demanded at home on any large scale, 
despite the distrust of the dollar that had been evidenced abroad 
during 1931 and 1932. The amount of gold coin and gold certifi- 
cates in circulation was actually less at the end of 1932 than it had 
been in June, 1931. 

The turn of the year brought a radical change. Only a negligi- 
ble amount of currency was returned from circulation in January, 
1933. Circulation increased by 900 million dollars in February, 
and there was an increasing demand for gold. During February 
150 million dollars of gold and gold certificates went into general 
circulation or hoarding. People everywhere were attempting to 
convert bank deposits into cash, with gold preferred. The large 
banks of New York and Chicago, which had maintained a liquid 
position and paid deposits on demand, were now drawn ui>on by 
country banks and large corporations for currency to circulate 
throughout the areas in which banks were being closed. During 
the nine days ended March 3, money in circulation increased more 
than 1J6 billion dollars; about 200 million dollars in gold was paid 
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out by Federal Reserve banks to hoarders, and some 225 million 
dollars was exported or earmarked for foreign account, mainly to 
cover flight of American funds from the dollar. On March 8, total 
monetary circulation was estimated to be in excess of 7.5 billion 
dollars, the highest on record up to that time. 

On March 4, 1933, Presidential Inauguration Day, the Governor 
of New York declared a state- wide bank holiday for two days; other 
States followed the lead of New York, and practically every bank m 
the country that was still open closed its doors on the same day. 

Suspension of the gold standard. President Franklin D. Roose- 
velt’s first official act was to issue the Proclamation of March (5, 
closing all “banking institutions” in the United States for four days 
and forbidding them, during suspension, to pay out, export, or ear- 
mark any “gold or silver coin or bullion or currency” or to deal in 
foreign exchange. The Proclamation of March 9 extended the 
holiday indefinitely. While this order did not prohibit exportation 
of gold by persons other than “banking institutions,” it forbade 
those institutions (including Federal Reserve banks) either to ex- 
port or to pay out gold and was therefore, for all practical purposes, 
a suspension of the gold standard. 

The President immediately called a special session of Congress 
which met on March 9 and on that day passed the Emergency 
Banking Act. This Act approved and confirmed the action previ- 
ously taken by the President ; specifically authorized him, (luring 
a time of war or national emergency, to regulate or to prohibit 
transactions in foreign exchange and the “export, hoarding, melting 
or earmarking of gold or silver coin or bullion or currency”; and 
empowered tho Secretary of the Treasury to require all persons to 
deliver to him all gold coin, gold bullion, and gold certificates owned 
by thorn, in exchange for an equivalent amount of any other form 
of money issued under the laws of the United States. This act 
also authorized the Comptroller of the Currency to place conserva- 
tors in charge of weakened national banks, with power to operate 
such banks on a restricted basis; provided that a national hank 
might strengthen its capital structure by the sale of preferred stock 
to the Reconstruction Finance Corporation or others; and greatly 
liberalized the powers of Federal Reserve banks to issue circulating 
notes. 

A reopening of the banks was started on March 13, and by the 
end of the month about two-thirds of the commercial banks that 
had been open before the holiday resumed operation. But the 
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Executive Order of March 10, which authorized this action, forbade 
all persons to export gold coin, gold bullion, or gold certificates 
except under Treasury regulation or license. The Order also pro- 
hibited banks to pay out gold or gold certificates, except as author- 
ized by the Secretary of the Treasury, or to “allow withdrawal of 
any currency for hoarding ” Further, it forbade any banking in- 
stitution to “engage in any transaction in foreign exchange, except 
such as may be undertaken for legitimate and normal business 
requirements, for reasonable traveling and other personal require- 
ments, and for the fulfillment of contracts entered into prior to 
March (5, 1933.” 

“Nationalization” of gold. On March 8 the Federal Reserve 
Board requested the Federal Reserve banks to begin listing the 
names and addresses of persons who had withdrawn gold from 
banks since February 1. A sequel to this and to the Emergency 
Banking Act of March 9 was the Executive Order of April 5, for- 
bidding the hoarding of gold. This Order required all persons to 
deliver to a Federal Reserve bank or an agent thereof all gold coin, 
gold bullion, and gold certificates owned by them, with minor excep- 
tions, and to receive in exchange therefor any other form of money 
issued under the laws of the United States. The gold standard 
had already been suspended. This “nationalization” of gold cer- 
tificates (as well as of gold coin and bullion) served notice that the 
government had no intention of resuming the redemption of certifi- 
cates in gold, for the government seized possession of the certificates 
themselves. 

On April 20 there was issued an Executive Order which confirmed 
the gold embargo laid down by the Proclamation of March 6 and 
the Executive Order of March 10, and restricted the discretionary 
power of the Secretary of the Treasury to license gold exportation, 
by requiring that any licensing, except for certain specified pur- 
poses, should be subject to approval by the President. This Order 
also confirmed and strengthened the foreign exchange restrictions 
contained in the Order of March 10, by authorizing the Secretary of 
the Treasury to regulate, by means of licenses or otherwise, any 
transactions in foreign exchange, transfers of credit from any bank- 
ing institution within the United States to any foreign branch of 
such institution or to any foreign bank, and the export of currency 
by any person. 

Inflation Act. By passing the Thomas Amendment (commonly 
called the “Inflation Act”) to the Farm Relief Act on May 12, 1933, 
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Congress further indicated the intention not to return to the old 
gold standard This Act authorized the President to change the 
weight of the gold dollar, subject to a proviso that he could not 
reduce the weight by more than 50 per cent. The President was 
also given the following additional discretionary powers- 

(1) By negotiation, to arrange for the Federal Reserve banks to 
purchase and hold for an agreed period, up to 3 billion dollars of 
United States Government securities in addition to those already 
held; 

(2) To direct the Secretary of the Treasury to issue 3 billion 
dollars of United States notes (greenbacks), with the limitation 
that they should be used only in retiring public debt and that they 
themselves should be retired at the rate of 4 per cent per annum; 4 

(3) To change the weight of the silver dollar, and to provide for 
the unlimited coinage of silver, as well as gold, at a fixed mint 
ratio;” 

(4) To accept up to 200 million dollars worth of silver, at a price 
not to exceed 50 cents an ounce, in payment of the debts of foreign 
governments to the United States, with the proviso that silver cer- 
tificates in amount equal to such debt payment be issued and kept 
in circulation. 

It will be noted that all of these extraordinary, inflationary pow- 
ers were discretionary and that the President was charged with the 
sole responsibility of determining when and the extent to which 
any of them should be exercised, if at all. 

The Act also empowered the Federal Reserve Board, upon the 
affirmative vote of not less than five members and with the ap- 
proval of the President, to declare that “an emergency exists by 
reason of credit expansion ” and, during such emergency, to increase 
or decrease the reserves which member banks in the Federal Re- 
serve .System were required to maintain against their deposits. 
The terms of this provision would seem, at first glance, to have 
limited changes in reserve requirements to periods of excessive 
credit expansion and to have made the provision, therefore, entirely 
a deflationary measure; but the proved ingenuity of administrative 
officials in interpreting the law could conceivably have turned it 
into a most effective tool of inflation.* 

Having authorised the establishment of a bimetallic standard, as 


* Authority terminated by Wuaer-Spence Act, June 13, IMS. 
•Authority expired by Kmiutum, June 30, 1M3. 

*Thl» authority terminated by Urn leaking Aet of IMS. 
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indicated in the paragraph numbered (3) above, Congress at the 
same time declared that the gold dollar “shall be the standard unit 
of value,” and repeated the parity clause, charging the Secretary of 
the Treasury with the duty of maintaining at a parity with the 
gold dollar all forms of money issued or coined by the United 
States. 

The Act also provided that “all coins and currencies heretofore or 
hereafter coined or issued by or under the authority of the United 
States shall be legal tender for all debts public and private.” Thus, 
for the first time, full legal-tender power was conferred upon every 
kind of currency circulating in the country. 

Gold clause annulled. Painful experiences in the past with de- 
preciated and debased currencies had led to the inclusion of gold 
clauses in various long-term contracts, such as bonds issued by 
governments, municipalities, and corporations. A common and 
simple form of clause was the debtor’s pledge, given at the time the 
obligation was incurred, to pay the stated sum in “gold dollars of 
the present standard of weight and fineness.” 

A Joint Resolution of Congress, approved June 5, 1933, annulled 
the gold clause in so far as it concerned obligations payable in dol- 
lars. This Resolution: 

(1) Declared every provision giving “the obligee a right to re- 
quire payment in gold or a particular coin or currency of the United 
states, or in an amount in money of the United States measured 
thereby,” to be against public policy; 

(2) Forbade the use of the gold clause in the future; and 

(3) Provided that “every obligation, heretofore or hereafter in- 
curred,” whether or not it contains a gold clause, “shall be dis- 
charged upon payment, dollar for dollar, in any coin or currency 
which at the time of payment is legal tender for public and private 
debts.” 

All obligations of the United States Government, except cur- 
rency, were included in the general annulment. Various obliga- 
tions of the Federal government, outstanding at the time this Joint 
Resolution was passed and approved, contained a pledge to pay in 
gold dollars weighing 25.8 grains, .9 fine. The Resolution was 
therefore a repudiation of the government debt to the extent that 
dollars actually paid on these obligations in the future might fall 
short of the value of 23.22 grains of pure gold. In conjunction with 
the so-called “Inflation Act,” the Resolution authorized a 50 per 
cent repudiation. 
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The Resolution amended the “Inflation Act” by specifically list- 
ing among the currencies having full legal- tender power circulating 
notes issued by Federal Reserve and national banks, and by pro- 
viding that gold coins, when below the standard weight and limit 
of tolerance prescribed by law, shall be legal tender only at a valua- 
tion in proportion to their actual weight. 

Gold Reserve Act of 1934. The foundation of a new monetary 
system was laid down in the Gold Reserve Act of 1934, approved 
January 30. The Act contained the following provisions relating 
to gold and silver: 

(1) Title to all gold coin and bullion held by Federal Reserve 
banks was transferred to the United States. For every dollar in 
gold (of 23.22 grains fine), the banks were to receive on the books 
of the Treasury a credit of one dollar, payable in gold certificates. 

(2) Further coinage of gold was forbidden, except for foreign 
countries, and it was declared that no gold coin should thereafter 
be paid out or delivered by the United States. It was also ordered 
that all gold coin of the United States be withdrawn from circula- 
tion and, together with all other gold owned by the government, be 
formed into bars of such weights and fineness as the Secretary of 
the Treasury might direct. 

United States Mint practice is to cast gold into molts or blocks 
of 18-22 bars, each bar averaging about 4(H) ounces in weight, with 
fineness certified only for the melt as a whole. Broken blocks are 
considered mutilated and must be reassayed. Bars obtained from 
melting United States coin average about .900 fine; those from 
British coin, about .910 fine. The bulk of the world’s monetary 
gold is now being cast from new gold in blocks averaging a fineness 
of .993, or higher, and having a value of about $14,000. Bars run- 
ning between 380 and 420 ounces are “good delivery” in world 
trade. 

(3) The Act provided that no currency of the United States 
(including circulating notes issued by Federal Reserve and national 
banks) should thereafter In* redeemed in gold, except to the extent 
f)ermitted by regulations issued by the Secretary of the Treasury 
with the approval of the President ; and except that gold certificates 
owned by Federal Reserve banks should l»e redeemed in gold at 
sueh times and in such amounts as might, in the judgment of the 
Secretary of the Treasury, be necessary to maintain alt United 
States currency at pur with gold. Redemptions were to be made 
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only in gold bullion equivalent, at the time of redemption, to the 
currency surrendered. 

(4) The “Inflation Act’' was amended as follows: 

(a) The President’s power to alter the weights of the gold 
dollar and the silver dollar, and to provide for the unlimited coinage 
of both at a fixed mint ratio, was limited to a period of two years, 
beginning January 30, 1034, subject to an extension of one year by 
Presidential proclamation. Later Acts of the Congress extended 
this power to June 30, 1943, at which time it expired by limitation. 

(b) It was stipulated that the only permissible change in the 
weight of the gold dollar was to reduce its weight by not more than 
50 per cent nor less than 40 per cent. 

(c) The President was authorized to issue to persons bringing 
silver bullion to the mint for coinage silver certificates in amount 
equal to the number of coined silver dollars to which they would 
be entitled, to issue silver certificates against any silver in the 
Treasury not held for the redemption of outstanding silver certifi- 
cates, and to coin standard silver dollars or subsidiary currency for 
the redemption of such certificates; to prescribe different terms and 
conditions, and to make different charges, or to collect different 
seigniorage, for the coinage of silver of foreign production than for 
the coinage of silver produced in the United States or its depend- 
encies (that is, to pay a different price for silver of domestic origin 
than for silver of foreign origin) ; and “to reduce the weight of sub- 
sidiary coins so as to maintain the parity of such coins with the 
standard silver dollar and with the gold dollar.” 

(5) For a period of two years, subject to an extension of one year 
by the President, later extended by amendments to June 30, 1945, 
the Secretary of the Treasury was authorized to deal in gold, for- 
eign exchange, and other instruments of credit and securities to the 
extent necessary to stabilize the exchange value of the dollar. It 
was provided that any increase in the value of gold held by the 
United States, that might accrue from reduction in the weight of 
the gold dollar, should be taken into the Treasury as a miscellane- 
ous receipt. Of the total increment of $2,818,807,826.61, two bil- 
lion dollars was set aside as an Exchange Stabilization Fund, with 
the understanding that any of this Fund not currently required to 
stabilize the exchange value of the dollar might be invested in direot 
obligations of the United States. 

The Exchange Stabilization Fund of two billion dollars was es- 
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tablished when the President issued a proclamation on January 
31, 1934, one day after the bill became law. The Treasury was 
thus provided with a large fund with which to smooth out. tem- 
porary fluctuations in exchange rates. It will be noted also that 
this Fund was made available for supporting the market in Gov- 
ernment securities if such support should be deemed necessary. 7 

(6) Without any time limit, the Secretary of the Treasury was 
authorized to buy and to sell gold, at home or abroad, “at such 
rates and upon such terms and conditions as he may deem most, 
advantageous to the public interest,” provided that gold required 
as reserve or security for currency issued by the United States 
might be sold only t,o the extent necessary to maintain the parity of 
such currency with the gold dollar. 

This provision is more significant than is generally realized. If 
the Treasury should stop the paying out of gold for exportation and 
should then begin to buy gold abroad at rising prices, the result 
would be a decline in the value of the dollar in relation to all gold 
currencies and also in relation to all other currencies which did not. 
decline as rapidly as the dollar in relation to gold. This wmdd be 
tantamount to reduction in the gold content of the dollar, and it 
will be noted that there is no limitation as to time or extent upon 
the power to use this method of devaluation or debasement except 
as may lx?come effective under the Bretton Woods Agreement. 

(7) The acquiring, transporting, melting or treating, importing, 
exporting, and earmarking of gold were forbidden, except under 
regulations prescribed by the Secretary of the Treasury with the 
approval of the President. 

The chief provisions regarding paper currency were as follows: 

(1) The Secretary of the Treasury was authorized to issue gold 
certificates against any gold held by the Treasurer of the United 
States except the gold held as reserve for greenbacks and Treasury 
notes of 1890; and the President was authorized to issue silver 
certificates, as indicated in the paragraph numbered (4)(c) alwe. 

<2) Provision was made for reducing the weight of gold, hold as 
reserve or security for gold certificates, greenbacks, and Treasury 
notes of 1890, in projiortion to any reduction that might lx? made 
in the weight of the gold dollar. Gold thus released was to lie 
taken Into the Treasury as a niiscellanwus receipt; and, in the 
event that the weight of the gold dollar lx? later increased, the re- 
sulting decrease in the value of gold held as reserve or security 

’All H*»wrw nti trui to under (ft) Aspired by limiUtion, June 30, 104ft. 
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against gold certificates, greenbacks, and Treasury notes was to be 
compensated by transfers of gold bullion from the general fund. 

(3) Federal Reserve notes were made redeemable in lawful 
money instead of m gold. The term “lawful money” is not defined 
by law, but the courts have held that the term includes any money 
that is declared by the laws of the United States to be legal tender. 

(4) Gold certificates were substituted for gold (a) as collateral 
security for Federal Reserve notes, (b) in the legal reserve require- 
ments of Federal Reserve banks, and (c) in the redemption fund 
against Federal Reserve notes. However, they could not be paid 
out into general circulation 

(5) The Secretary of the Treasury was authorized to issue re- 
ceipts for gold or gold certificates deposited in the Treasury by any 
Federal Reserve bank or Federal Reserve agent, such receipts to be 
redeemable in gold certificates at the Treasury and to be counted 
as legal reserve against the Federal Reserve note and deposit lia- 
bilities of Federal Reserve banks. 

Devaluation of the gold dollar. Acting under authority of the 
“Inflation Act” and the Gold Reserve Act of 1934, the President 
issued a Proclamation on January 31, 1934, reducing the weight of 
the gold dollar from 25.8 grains to 15 5/21 grams, with the fineness 
unchanged at .900. Thus the pure gold content of the dollar was 
reduced from 23.22 grains to 13 5/7 grains (59.06+ per cent of its 
previous content). 

The Gold Reserve Act authorized the President to reduce the 
weight of the gold dollar to any point between 50 per cent and 60 
per amt of its former weight, and provided that any such change 
could be made only during a period of two years following the effec- 
tive date of that Act, January 30, 1934, “unless the President shall 
sooner declare the existing emergency ended, but the President may 
extend such period for not more than one additional year by procla- 
mation recognizing the continuance of such emergency.” 8 

The weight of the silver dollar was not altered by the Proclama- 
tion. 

Restoration of silver. In the treipendous monetary changes of 
1933-1934, silver regained much of the ground lost after 1873. The 
Inflation Act (May 12, 1933) gave the President discretionary 
power to restore unlimited coinage of silver in the United States 
under a bimetallic system, or otherwise to increase the monetary 
use of silver. At the World Economic and Monetary Conference 
~*Thi* authority expired by limitation, June 30, 1M3. 
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in London (July 20, 1933), the representatives of sixty-six govern- 
ments unanimously adopted a resolution presented by the Ameri- 
can delegation; this resolution pledged their governments to aban- 
don the practice of melting or debasing silver coins and to enact no 
legislation that would lower the value of silver. 

At the same time a supplementary agreement was arranged be- 
tween the three large silver-using countries (China, India, and 
Spain) and the five chief producers of silver (Mexico, United 
States, Canada, Peru, and Australia) to protect the value of silver. 
China agreed not to sell any silver derived from the melting or de- 
basement of silver coins. India and Spain agreed that during a 
four-year period beginning January 1, 1934, they would not sell 
more than 36 million and 6 million ounces per annum, respectively, 
and would thereafter subject themselves to the general resolution 
adopted at the London Conference. The five producing countries 
agreed that during the four-year period they would absorb from 
their respective mines an aggregate of 36 million ounces of silver 
per annum, and would keep it off the world market. Of this total, 
the United States agreed to absorb not loss than 24,421,410 ounces 
per annum. 

In a Proclamation of December 21, 1933, the President directed 
the mints to receive any silver produced after that date from mines 
in the United States or its dependencies; to coin one-half of such 
silver into standard silver dollars; and to pay for the silver received, 
with silver dollars, at the rate of 04‘/-» cents per ounce, that being 
one-half of the coinage value of an ounce of silver. In subsequent 
Proclamations, the President, under authority of the Inflation Art, 
as amended by the Gold Reserve Act of 1934, fixed varying seign- 
iorage percentages, or prices, for domestic silver mined during dif- 
ferent periods. By the Act of July 6, 1939, the Congress made the 
purchase of domestic silver mandatory at the price of 71.11 cents 
per ounce for such silver mined after July l, 1939. Recent changes 
in the mint price of newly mined domestic silver follow: 


Proclamation Sriffniimgc Mini 

•/ Production Period Peromtagr /Vhm 

Dec. 21, 1033 Dee. 21, 1933 to Apr 10, 1033 00 64.3* 

Apr. 10, 1933 Apr. 10. 1035 to Apr. 24, 1935 43 71. US 

Apr. 24, 1033 Apr. 24, 1033 to Dm. 31, 1937 4(1 77.374 

3?) 103k} J * n ‘ *• im June *» 64.3* 

Art* i*/ 

July 0, 1039 July 1, 1939 to Aug. I, 1946 43 7Mi« 

July .11. 1*140 After Auk. 1. 1940 30 90 . 84 * 

* Hi* tf ffttntM ft* iw« b*tklUa* ofaftrg*. 
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Silver Purchase Act of 1934. In the Silver Purchase Act of 1934 
(approved June 19), Congress declared it to be the policy of the 
United States that one-fourth of the monetary value of the coun- 
try’s monetary stocks of gold and silver shall ultimately consist of 
silver. The Secretary of the Treasury was authorized and directed, 
in his discretion, to purchase silver at home or abroad, until the 
desired proportion shall have been attained, with two provisos: 
(a) no silver to be bought at a price higher than its monetary value, 
then $1.2929-|- per fine ounce; and (b) not more than 50 cents an 
ounce to be paid for silver situated in the continental United States 
on May 1, 1934. 

The Act also authorized the Secretary of the Treasury to issue 
silver certificates in amount not less than the cost of the silver 
purchased, and directed that “such certificates shall be placed in 
actual circulation.” All silver certificates were declared to be full 
legal tender and redeemable at the Treasury in standard silver dol- 
lars. The Secretary was authorized to coin silver dollars necessary 
for such redemption. He was also authorized to sell, at home or 
abroad, with the approval of the President, any silver acquired 
under the Act, which was not required to be held as security for 
silver certificates, whenever the market price of silver exceeded its 
monetary value or whenever the monetary value of the silver stock 
was greater than 25 per cent of the monetary value of the combined 
stocks of gold and silver. 

The Act empowered the Secretary of the Treasury, with the ap- 
proval of the President, to regulate, by means of licenses or other- 
wise, the acquisition, importation, exportation, or transportation of 
silver. The President was authorized, at his discretion, to require 
the delivery of all silver to the mints and to pay for it a fair market 
price. 

On June 28, 1934, the Secretary of the Treasury issued an order 
requiring licenses for further exportation of silver, with certain 
exceptions. 

“Nationalisation” of silver. On August 9, 1934, the President 
issued a Proclamation and an Executive Order concerning silver. 
Together, they required that all silver then in the continental 
United States, with certain exceptions, be delivered to the mints; 
that the Rilver so delivered be coined or held in the monetary stock 
as bullion for later coinage as it might be needed; and that the 
silver be paid for, with any coin or currency of the United States, at 
the price of 50.01 oenta per fine ounce. 
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This Order did not alter the terms of the Proclamation of De- 
cember 21, 1933, under which the mints were to pay (54 ^ cents per 
ounce for silver produced after that date from mines m the United 
States and its dependencies, except that any such silver not deliv- 
ered under the Proclamation should, if processed to a fineness 
greater than eight- tenths after August 9, be delivered under the 
terms of the Order (at 5001 cents per fine ounce). Nor did the 
Order affect any silver imported after August 0; but importation 
had previously been placed under Treasury regulation by the Silver 
Purchase Act. 

In 1938, the Government changed its policy as to silver other 
than newly mined domestic silver. On April 29 of that year, the 
President, by proclamation, revoked the Proclamation of August 
9, 1934, except as the latter applied to newly mined domestic silver, 
and the Secretary of the Treasury revoked his Order of June 28, 
1934, and the Silver Regulations of August 17, 1934, By these 
actions, the restrictions imposed by such orders upon the importa- 
tion and exportation of silver were removed. As previously noted, 
the Act of July 6, 1939, made the purchase of domestic silver mined 
after that date mandatory, at the price of 71.11 cents per ounce.® 

An Act of July 12, 1948, as later amended, authorized the Presi- 
dent, between that date and Decemtjer 31, 1945, to sell or lease 
silver for domestic purposes for a period to expire within six mouths 
after the cessation of hostilities, provided (1) that no silver should 
be sold at leas than 71.11 cents per ounce and (2) that there should 
be no sale or lease of silver pledged to secure outstanding silver 
certificates. 

New monetary system. The result of all these changes has been 
to give the United States a highly restricted, international, execu- 
tive, gold bullion standard. These qualifications of the standard 
require some explanation. 

The gold dollar is declared to be the standard unit of value, but 
no gold is coined. Hence, the gold bullion standard. 

No currency may be redeemed in gold, except under Treasury 
regulation and except that “gold certificates owned by the Federal 
Reserve banks shall be redeemed at such times and in such amounts 
as. in the judgment of the .Secretary of the Treasury, are necessary 
to maintain the equal purchasing i>ower of every kind of currency 
of the United States." 

* Arf of July .11 HMfl, **u mandatory prut* of 905 cent* \mr mum (T he T nm* 
ury xmMh or d« iIim u imr-hnlf rent |M*r ounro bundling cbtrgo j 
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The standard is qualified as “international” because it has been 
the policy of the government to redeem currency in gold only for 
the purpose of making payments to foreign countries. On January 
31, 1934, the Secretary of the Treasury announced that, until fur- 
ther notice, he would sell gold for export to foreign central banks 
whenever the United States exchange rates with gold-standard 
countries reached the gold export point — the price to be $35 per 
fine ounce plus one-quarter of one per cent handling charge. On 
the next day, he announced that he would buy foreign or domestic 
gold, delivered to the Treasury or its designated agencies, at the 
price of $35 per fine ounce less one-quarter of one per cent for han- 
dling charges 

The announcement with regard to selling gold was withdrawn 
November 24, 1930. From the enactment of the Gold Reserve Act 
to this withdrawal date, there had been an almost uninterrupted 
flow of gold into the United States, and demand for export had at 
no time, been sufficiently heavy to provide a real test of the an- 
nounced policy regarding sales. Net importation of gold was 
$1,134 million in 1934, $1,739 million in 1935, and $1,117 million in 
1930. 

On October 13, 1930, the Secretary announced that, subject to 
revocation or alteration on twenty-four hours’ notice, he would sell 
gold for immediate export to, or earmark for the account of, the 
exchange equalization or stabilization funds of those countries 
whose funds would likewise sell ,qold to the United States on a satis- 
factory basis. He named England and France as countries then 
complying with the specified conditions, and announced that the 
names of other countries would be published as they qualified. 
Belgium, Switzerland, and The Netherlands were added to the list 
cm November 24, 1936. The nation’s gold stock increased even 
more rapidly (luring the next three years, until, at the end of Au- 
gust, 1939, just before the outbreak of the war in Europe, it was 
more than double the stock of 1934. 

The so-called Bretton- Woods Agreement, if generally adopted 
in original form, would supply further reason for qualifying the 
United States standard as international in character. However, at 
the time of this writing, the full effect of the Agreement cannot be 
estimated. 

The term “executive” standard is used because the executive 
branch of the government has been given suoh great power over the 
monetary system. The ownership, transportation, molting or 
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treating, importing, exporting, and earmarking of gold are subject 
to Treasury regulation. 

The power of the Secretary of the Treasury, without limit as to 
time or extent, to buy and sell gold, at home or abroad, at such 
prices and upon such terms “as he may deem most advantageous to 
the public interest,” could be employed in reducing or raising the 
value of the dollar in terms of gold just as effectively as if the gold 
content of the dollar were reduced further or increased. Thus the 
Executive was not limited to a range between a “fifty-cent dollar” 
and a “sixty-cent dollar,” as was popularly believed, but may, at 
will, decree a “ten-cent dollar,” or a “one-cent dollar,” or a “two- 
hundred-cent dollar.” 

The Secretary of the Treasury is authorized to buy silver at 
home or abroad at any price not exceeding its monetary value ( now 
$1.2929+ per fine ounce) as long as the proportion of silver in the 
country’s stocks of gold and silver is less than one-fourth of the 
total monetary value of such stocks. 1 ” He is, by implication at 
least, instructed not to sell except at a price above the monetary 
value or except at a time when silver stocks are above the one- 
fourth ratio — with the further exception that sales might he made 
during the war emergency at a price not below 71.11 cents. Seign- 
iorage profit from silver purchases may lie coined or held aH bullion, 
and silver certificates may be issued against such silver coin or bul- 
lion held in the Treasury. While the country’s monetary stock of 
silver has been increased substantially through extravagant pur- 
chases, the stock of gold has grown at a faster rate, so that silver 
has made no net progress toward its goal. 

All coins and currencies of the United States {including notes 
issued by the Federal Reserve banks and national banks) are full 
legal tender for all debts public and private. 

An important aspect of the new monetary system is the inherent 
possibility of tremendous inflation, coupled with the fact that the 
power to control the kinds ami amounts of currencies issued is 
lodged with the Executive instead of with a central hank authority. 
History provides ample reason for the fear that political officials 
yield more readily than will a central bank to the fatal, seductive 
charms of paper money inflation. However, fairness demands that 
judgment, in any particular case, be suspended until actual policies 

* There K'l'mn l« Ik 1 a contradiction between thin authorisation (found in fretum 
8 of tho Silver Purr haw Act of KKM) and Section 4 of the Act of July A, MBS ( Pub- 
lic -No. 165- 76th Cong re**), which order* the Mint to pure haw domestic stiver 
mined after July I. S090, at the price of 71 1! 'entr per ounce. 
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and practices have been fully revealed. In some quarters the new 
monetary system is defended on the ground that it is in step with 
the modern, so-called “controlled currency” systems that have been 
adopted by certain other countries. Modernity in a currency sys- 
tem is not necessarily a virtue. Experience with so-called “con- 
trolled” systems is yet too limited to demonstrate whether they 
may or may not turn out to be uncontrollable. Candor compels 
the admission that, if “controlled currency” proves really to be con- 
trollable, an important advance may be made in monetary affairs. 
History warns that the risks of the experiment are great, whatever 
may be the expected benefits. 

The following tabic shows the relative amounts of different kinds 
of money in circulation (outside the Treasury and the Federal Re- 
serve banks) at the end of 1933, just before the nationalization of 
gold, and at a recent date: 

KINDS OP MONEY IN CIRCULATION, OUTSIDE THE TREASURY AND 
FEDERAL RESERVE BANKS 



(Millions of Dollars) 

December SI, 

At Recent 

Increase (+) 


ms 

Date 

or Decrease (— ) 

Gold coin 

311 


(-) 311 

Gold certificates 

.... 213 

52 

(-) 181 

Btandard silver dollars 

29 

123 

(+) 94 

Silver certificates. . . 

407 

1,662 

(+) 1,246 

Treasury notes of 1890 

1 

1 

• • • 

{Subsidiary silver 

272 

784 

<+) 512 

Minor com .* 

117 

290 

(+) 173 

United Btates notes (greenbacks) 

.... 286 

322 

(+) 36 

Federal Reserve notes 

3,044 

22,661 

(+) 19,607 

Federal Reserve bank notes 

208 

633 

(+) 326 

National i>ank notes 

.... 918 

121 

(-) 797 

Total 

6,806 

26,629 

(+)20,723 


In January, 1934, the amount of gold coin estimated to be in cir- 
culation was arbitrarily reduced to zero, when 287 million dollars 
would otherwise have been the reported figure. Thus, the actual 
reduction in gold coin was 287 million dollars less and the increase 
in total circulation was 287 million dollars more than the figure 
shown in the table. 

Bank deposits. It was pointed out in a previous chapter that, 
in the United States, the volume of business done with checks is 
much greater than that done with money. At a recent date, bank 
deposits in the United States amounted to about 166 billion dollars, 
of which about 106 billion dollars was in demand deposits. In nor- 
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mal times it is probable that about 90 per cent of all payments is 
made with checks. The manner in which bank deposits are ex- 
panded and contracted, and the rapidity with which they are drawn 
against (their velocity), are therefore of great importance. These 
matters will be understood more readily after a study of the suc- 
ceeding chapters on banking. In the meantime it is well not to 
overestimate the importance of money as compared with hank 
deposits and with business credits generally. 


Questions for Study and Review 

1. Stale and explain the* “Currency clause” of the Constitution. 

2. How did the ads of April 2, 171)2, June 28, 1834, and January IS, 1837, 
affect the amounts of gold and silver in circulation in the United States? Why? 

3 When and why were small silver coins in the United States converted from 
the status of fractional currency to that, of subsidiary, or token, currency? 

4. Why did the “greenback” fail to circulate at par with gold from 1X91! to 
1879? 

5. When and why did State banks discontinue the issuance of circulating 
notes? 

6. Why dkl the monetary gold stock of the United States decrease during the 
period 1890 to 1893? 

7. What was the “limping standard", the “parity clause"? 

8. Deserilie the legal and the actual monetary standard of the United States 
during each of the following periods: 1702-1831, 1834-1802, 1802-1873, 1873- 
1879, 1879-1933, 1933-1934, since 1934. 

9. Outline the silver policy of the United States Htnce May 12, 1933, and 
state your opinion as to its p metical effects. 

10. Outline the changes which have occurred in the monetary system of the 
United States since Mareh 3, 1933. 


Problem* 

}. Summarise the power of the Congress over money and banking. ( Refer 
to tike Constitution and to the 1933 Federal Reserve Bulletin, pp. 190-18#.) 

2. Prepare a table showing the amount of each class of money in circulation in 
the United States (outside the Treusury and Federal Reserve banks) at the latest 
date for which figures are available. Compare your table with the data shown 
for December 31, 1933, in the table near the end of this chapter, and try to 
account for any Important changes noted. (See Federal Reserve Bulletin.) 

3. Calculate the bullion value of (a) one silver dollar, and (b) four quarters, 
based upon the currant price of (a) domestic silver at the United States Mint, 
and (b) foreign silver at New York. 

4. Prove that the present monetary value of silver in the United State* is, or 
» not, SI 2829. 
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5 Based upon a table of world silver production for the latest years for which 
data are available, calculate the number of years’ past production that would be 
required (at $12929 per ounce) to equal one-third the monetary value of the 
present gold stock of the United States (Refer to Federal Reserve Bulletin and 
annual reports of the Director of the Mint,) 
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CHAPTER 4 


Evolution of Banking 


New banking knowledge. Recent research has not only greatly 
increased our historical knowledge of banking, but 1ms thrown an 
entirely now light on the financial affairs of past, times. This has 
caused the formulation of new concepts of the historical and chron- 
ological relationships between money ami exchange, and banka and 
bankers. Many points of similarity to present banking methods, 
and even superiority in some cases, have been discovered. In fact, 
there is little in modern currency and banking practice which has 
not been tried at some time in the past. Many civilizations have 
made their contributions, both good and bad, to the credit mecha- 
nism of today. Home of these contributions are briefly sketched in 
this chapter. 

Banking of antiquity. Credit instruments came into being long 
before money was coined, (’lay tablets and fragments show con- 
clusively that promissory notes, bills of exchange, and transfer 
orders similar to modern cheeks and bank drafts were in common 
use in Assyria in the eighth century b.c. These called for the pay- 
ment of gold or silver, coins not losing used until one hundred years 
later, about 700 when they first appeared in Lydia. 

Banking, in a limited sense, antedated both banks and bankers. 
Ah early as 2000 n,e, the Babylonian temples were doing a rushing 
business in lending gold, silver, and other wealth which had been 
left in their safekeeping. The rate of interest charged on those 
hams, 20 per mit coiittxmnded monthly calculated on the weight 
of the metal advanced, is high enough to make even a modem loan 
shark happy. But, in addition, a charge of as much as one-sixtieth 
of the de|K)sit a as levied by the temple for the aafekeeping service. 
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These banking activities of the temples became so general that the 
following provision regulating deposits was included in the famous 
code of Hammurabi, promulgated around 2000 b.c. : 

If a man gives to another silver, gold or anything else to safeguard, whatsoever 
he gives he shall show to witnesses, and he shall arrange the contracts before he 
makes the deposits . 1 

Temple banking in Greece. Fifteen hundred years later, Greek 
temples were likewise used as the depositories of the wealth of the 
community. The religious principles of the upper classes and the 
superstitious fears of the general populace gave the temples greater 
security than could be found elsewhere in a country continually 
torn by war and civil dissension. While it is not clear whether the 
priests in Greece loaned money left with them for safekeeping, they 
did lend the temple funds at interest. As in Babylon, they at first 
received gifts for their safekeeping services, but with the growth in 
volume of this function regular charges were levied on the deposi- 
tors. This business was so large in the more important temples 
that, special space was set aside to serve as a storage vault for the 
valuables. In the Parthenon itself a special chamber was parti- 
tioned off for this purpose. Although these temples served very 
well to protect the treasures from robbers, and even from raids 
during civil wars, they were of no avail against later tyrants and 
invading armies. Xerxes, during the Persian invasions, looted the 
Great Temple of Delphi, regardless of its claims of immunity, and 
Dionysius the Elder (430 b.c.-367 b.c.) sacked the temples of Syra- 
cuse, taking from them golden mantles, vases, crowns, and even the 
golden beard of Aesculapius, the father of medicine. In another 
of his raids Xerxes took treasure valued at nearly one million dol- 
lars from the temple of Agylla in Etruria. Despite these occa- 
sional raids, the temples continued to be widely used, even after 
private bankers appeared to render the services so sorely needed by 
the merchants and citizens. 

First private bankers. The private bankers of Greece brought 
banking to a high state of development by lending, first their de- 
posits, and later the capital which they had accumulated from 
profits. They were not mere money changers; to paraphrase a 
modem advertisement, they ‘'offered banking in all its branches” 
to the merchants and wealthy men of their day. A high degree of 

‘Hoggaon, Noble Foster, Banking Through the Agee, Dodd, Mead and Company, 
New York, 1936. 
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personal integrity was required to compete successfully with the 
temples for the available banking business; yet the bankers did 
exactly this, and at the same time raised themselves from the status 
of slaves, from which class most of them came, to the rank of free- 
men, and, in many cases, even to wealth and affluence. In particu- 
lar, Hermias, slave and confidential secretary, who by his master, 
Eubulus, a banker, was sent to study under Aristotle so that he 
might have training in philosophy as well as in banking, eventually 
succeeded to ownership of the banking house and became ruler of 
the city of Atarneus. Surely, an outstanding and unusual career! 
But such successes were the rule rather than the exception, as the 
following statement by Calhoun indicates: 

Perhaps the mast sinking fact about the great bankers of Hellas is tiiat m 
almost every instance they were self-made men, who started at the bottom of the 
ladder— and the bottom of the ladder in those days was much farther down than 
it is now. Many of the most successful bankers began their careers as slaves* 

Tn addition, judged by modern standards, they were very progres- 
sive on the side of their public relations, as indicated by the follow- 
ing advertisement: 

To natives and to strangers this hank gives equal dealing; deposit and with- 
draw, for the calculation comes to account. Let another make excuses: Cuicus 
pays foreign moneys at request, even by night. 

This announcement of C'aicus, banker in a seaport town, prob- 
ably Alexandria, was in poetic form, and its authorship is ascrilied 
to no less a personage than Theocritus. Even now, 2200 years 
later, when advertising has not l>eon completely accepted by the 
more conservative hankers, it is startling to realize that ('aicus not 
only advertised that he conducted a day and night bank for the 
convenience of his clientele, hut hired a first-class poet to write his 
copy. Ban* taste and literary discernment as well as business abil- 
ity are evidenced by this— -he knew how to reach the ear of h»s 
highly cultured public. As far as personal qualities am concerned, 
the Athenian banker might well be considered the ideal for all later 
bankers to emulate. 

As early as the fourth century b.c, die various local governments 
began to turn to the private bankers for loans for various enter- 
prises. The banker Hermias, previously referred to, advanced 

M,. Bumrwu Lif * of Ancitmi Athens, Umvwwty erf Chicago 

I 1 ***#, i hv'nwK iirjf} 
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large sums to his government, with the result that he eventually 
became king. In another case, a banker took possession of the cita- 
del of a Greek city as security for a loan, and held it until the loan 
was paid. Thus, ancient Greece was no stranger to public debt, 
the greatest burden of present-day mankind 

Banking became so prominent in the business life of Athens that 
a special body of law developed, covering all financial transactions. 
This distinct class of actions, known as “banking actions,” was 
handled m a special court in which judgment had to be given within 
thirty days from the date on which the plaintiff’s claim was filed. 
This ability of the Athenian banker to avoid protracted litigation 
was a real advantage which the modern banker may well envy, as 
it sometimes takes years for him to get final decision in a case. 

State regulation and supervision of banking were undoubtedly 
practiced in some degree. The records indicate that the “guaran- 
tors” of one bank took charge of its liquidation after its owner had 
left the country for the sake of his health — a procedure familiar to 
some modern bankers. The exact function of these guarantors has 
not been discovered, but evidently some financial and legal respon- 
sibility was involved. 

From the evidence introduced in several court actions, the book- 
keeping records kept by the bankers may be reconstructed. These 
records included not only a journal in which all transactions were 
entered chronologically, but also a ledger showing the account of 
each depositor. Running the depositors’ ledger must have given 
the bookkeeper many a headache, as the Greek system of using 
letters instead of numerals did not lend itself to visual computation, 
and mechanical calculating frames, similar to those in the Orient 
today, must have been necessary. It was also the custom to enter 
in the books the identification which would be required, signatures 
evidently not being used for this purpose. Demosthenes gives tes- 
timony showing the completeness of the records of the bankers, in 
the following passage: 

It ia the custom with bankets to make memoranda of the sums which they 
advance and the purposes for which these are wanted, and of the sums which 
their customers deposit, so that they may be able, by knowing what has been 
received and what deposited, to balance their accounts. 

The hi$h state of civilisation and culture attained by the Greeks 
warrants the belief that their banking likewise reached a high stage 
ol development. But it is only of late that these assumptions have 
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been substantiated by a stud} of the records. In conclusion, it 
seems that there is little in modern banking that did not also flour- 
ish under the Greeks. They even understood from experience the 
uses of that modern banking device — the moratorium. 

Banking in Roman times. The vast area of Roman rule, its in- 
tricate system of taxation and government and its far-reaching and 
complicated commerce, necessitated a banking system which com- 
pares favorably with our own in many respects The Argentarii 
(dealers in silver) were bankers as well as money changers; the lat- 
ter function was but one of the many services they offered. To 
them came the Roman business man to deposit, to borrow, to pur- 
chase drafts on other points, to si'll mortgages, and even to obtain 
letters of credit. The time deposit, termed a crcditum, was differ- 
entiated from the demand deposit, and interest was allowed on it. 
Loans of their own capital and, to a much greater extent, of their 
own deposits were made not only to business men lmt also to poli- 
ticians, ambitious wives, courtesans, and even gamblers if tin* rate 
of interest was high enough. These loans for purposes of consump- 
tion, and the high interest rates necessary on such business, com- 
bined to bring banking into ill repute. While eventually, under 
the Empire, interest rates fell to as low as 2 I /|> per cent per annum, 
banking did not regain its high standing in the community, and 
practically disappeared during the Dark Ages. 

Money lending in the Dark Ages. While banking as such dis- 
appeared, the banking tradition was kept alive by the Jews, who 
became the money lenders of the Dark Ages. As a result of the 
prejudice of the Christian ('hureh against interest, the field was left 
free for the Jews. While usury (interest) was expressly forbidden 
to them in both Exodus and Leviticus, these Biblical injunctions 
were ameliorated in Deuteronomy, Chapter 23, which provided 
that “unto a stranger thou mayest lend upon usury." This jiermis- 
sion made it possible for the Jews to specialize in the field of money 
lending many centuries later, toward the close of the Roman Em- 
pire. I'ndcr the Empire, interest of 1 |>er cent per month was 
legal, with the result that the Jews gained exfierience and accumu- 
lated capital, which aided them in dominating the field for cen- 
turies. 

Although letters of credit (drafts) were used during the Crusades 
<llKHS-12i)U and money lending was common, banking in the 
broader sense did not function during the centuries of the Dark 
Agee; its revival started in the late Middle Agfa with the money 
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changers and the opening of offices for the transfer of the public 
debt. 

Bank of Venice. Thus, the Bank of Venice, founded ad 1171 
and known as the first publicly owned bank, was m most respects 
not a bank at all, as it was designed solely for the transfer of the 
public debt created by Venice to finance her many wars. It had no 
capital, and was said to be publicly owned only because its entire 
liabilities were the forced loan of 5,000,000 ducats ($8,000,000) re- 
corded on its books as due the wealthy citizens of the town. Its 
sole asset was the promise of the government to pay interest on the 
loan at 5 per cent. Naturally, nothing could be withdrawn from 
the bank; consequently, its only function was the transfer of these 
credits from one merchant or owner to another. The advantages 
of the institution were so apparent that a little later the Venetian 
traders voluntarily deposited their specie in exchange for bank 
credit, even though the specio could be withdrawn only for export 
under certain circumstances. 

This bank was the first of a long series of banks formed for sub- 
stantially the same purpose, such as the Bank of St. George in 
Genoa, founded in the fourteenth century, the Bank of Barcelona, 
established about the same time, and even the Bank of England, 
although it came considerably later (1694). 

Bank of Amsterdam (Banck Van Wissel). The formation of 
the Dutch East India Company in 1602 signalized the beginning of 
the great wave of trade exploration and commerce which was to 
make Holland a world power. Suddenly becoming a center of 
international trade, Amsterdam was forced to found a municipal 
bank of exchange (Wisselbank) in 1609, to acconnnodate the needs 
of the merchants by maintaining a true standard of value in com- 
mercial transactions. According to the decree of January 31, 1609, 
establishing the bank, its purpose was to “check all agio (of the 
current money) and confusion of coin, and to be of use to all per- 
sons who are in need of any kind of coin in business.” Such a bank 
was sorely needod, as the coins in circulation, many of which had 
been privately minted, were not of uniform goodness. Most of 
them were worn by long usage, while others had been deliberately 
mutilated or clipped by previous holders. The almost countless 
variety of these coins added to the confusion, with the result that 
they circulated, on the average, at about 9 per cent below their 
nominal value. 

Being essentially a place for the deposit of gold and silver coins 



78 


EVOLUTION OF BANKING 


and bullion on the basis of their metal content, the Bank of Am- 
sterdam corresponded much more closely to our assay office than to 
a modern bank. For these deposits the bank gave standard money 
which could be withdrawn, or credit (bank money) which could be 
transferred on the books of the bank by orders m writing. All bills 
of exchange were required by law to be paid in bank money. While 
these orders on the Bank of Amsterdam superficially resembled 
modern checks, it should be noted that the unit was the deposit, 
and not the individual, as in deposit banking. A substantial charge 
— ten guilders, or seven dollars — was levied on each deposit made 
by a new customer, and an additional charge of five dollars was 
made for each subsequent deposit. These fees, together with cer- 
tain other miscellaneous charges, constituted the sole income of the 
bank. For years, the bank made enormous profits for the city, and 
was such a pillar of strength that it withstood a serious run in 1072, 
paying specie to all promptly on demand. 

The huge store of coins and specie, accumulated in the bank 
proved an irresistible temptation to the Dutch politicians (city 
fathers) in control of the bank. Thus, in 1700, with 00,000,000 
guilders deposited in the bank, and supposedly held intact, an in- 
vestigating committee could find only 10,000,000 guilders in the 
vaults. Since these were special deposits, for which a safekeeping 
charge was paid by the depositor, this was not only an abuse of 
confidence; it was plain stealing of 00 2/0 per cent, of the bank's 
reserves. But this was not the first time that a government hail 
stolen bank reserves belonging to its citizens, nor, unfortunately, 
was it the last time. 

Despite the disclosures of 1700, and despite rules prohibiting 
lending except on the security of sjiecie deposits, when the French 
captured Amsterdam in 1795 and seized the bank's books, they dis- 
covered that the s|M*cie was far below the detmsit liabilities, because 
of advances of more than 9,000,000 guilders in coin which had been 
made to the Duteh Fast India Company, Holland and the city of 
Amsterdam, itself. The city, as owner of the bank and guarantor 
of its de{K»>its, assumed the liabilities and managed to pay all de- 
positors in full before 1802, but public confidence having l*eeu lost, 
it was necessary to liquidate the bank in 1819. Thus, the Dutch 
learned long ago that hanking reserves create public confidence and 
that government guaranties may not restore this confidence once 
the rew*rv<*s are dissipate!. 

The Hank of Amsterdam is also of interest because, during the 
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200 years of its existence, it played an important part in aiding 
Amsterdam to establish its financial supremacy. Exchange banks, 
of which the Amsterdam Bank was the best known, were a pre- 
requisite to the broad-scale international commerce carried on by 
the Dutch. 

John Law — gambler and banker. Other countries were experi- 
menting with banks during the lifetime of the Bank of Amsterdam. 
Some of them, notably France, which had already had more than 
its share of misery due to financial mismanagement and lack of 
credit, went much further along the banking road than did Hol- 
land. A Scotsman, John Law, taught the French a great deal about 
banks — most of it to their sorrow. 

Law, widely-traveled gentleman, adventurer, gambler, and spec- 
ulator, had observed the crying need for sound credit and currency 
in the various countries he had visited. Gifted with financial abil- 
ity of a high order, he applied himself to the problem. When he 
returned to Scotland about 1700, he published a study, “Money 
and Trade Considered,” in which he proposed the following plan of 
currency issue: 

Tt. is proposed that I’urliament shall appoint forty commissioners, who shall be 
accountable for their management of affairs; and that these commissioners shall 
be empowered to issue notes to be a legal tender for all purposes. The Parlia- 
ment, shall choose ono of these three methods of issue: The first method is to 
authorise the Commission to loan its bills, at ordinary interest, on mortgage se- 
curity, the loan in no case to exceed half the value of the realty mortgaged; the 
second mode is to give out in notes the full value of the land, estimated upon 
the basis of twenty years’ revenue, or more or less according to the valuation 
that may lie placed upon it, the Commission, or its authorized agents, being em- 
powered to enter into possession of the land by wadsett redeemable within a cer- 
tain jM'riod; the third plan is to issue notes to the full value of the land upon 
sale of it irredeemably to the Commission or its representatives, These notes 
will alwnya be as valuable as specie, because they will represent a mortgage value 
exactly equivalent to the coin it could be exchanged for. If there should be any 
losses, a fourth of the Commission’s income would suffice, in all probability, to 
cover them. This paper money will not depreciate as coin has depreciated in 
the | last, and may again in the future, and we ahall always have as much specie 
as wo can use, but never any more. 

The ideas contained in Law's summary of his proposal, quoted 
above, were the basis of many currency experiments thereafter. 
But the Soots would have none of the scheme, for they saw the 
great danger involved in having a currency without any provision 
for ultimate redemption. After the Scottish Parliament repudi- 
ated the entire project, Law took his scheme to France, where the 
need for a sound currency was much greater than in Scotland. 
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John Law and the French. Law found France full of schemers 
and schemes to relieve the destitution of the people by financial or 
currency methods. His fertile brain was equal to the occasion. In 
an audience with the Regent, he outlined a plan which, although it 
had little in common with the Scottish proposal, was bold and 
audacious enough to capture the Gallic imagination. The Regent 
approved his plan to establish a State bank of issue, all the profits 
of which would accrue to the State; but the council of finance re- 
fused its approval. Law countered with a proposal to establish a 
privately owned and managed bank of issue subject to the general 
control of the government. With the aid of the Regent, letters of 
patent were issued for this “General Bank” on May 2, 171(5, in spite 
of strenuous opposition in Parliament. 

Among other privileges, the General Bank was permitted to keep 
its records and to issue bills for specie in terms of “ecus de banque.” 
These bills corresponded to the “bank money" of the Bank of 
Amsterdam. Since they were bast'd on the actual value of the 
specie or coins on the day of deposit, they were standard in value 
and were 100 per cent secured by gold and silver. The bank was 
permitted to open accounts current, payable in its notes (ecus tie 
banque), discount commercial paper and trade in foreign exchange. 
Prior to this time, the prevailing discount rate had been more than 
30 per cent per annum, because of the activities of usurers and the 
lack of credit facilities. The bank immediately reduced the dis- 
count rato to (5 per cent, and later to 4 per cent. The bank wus 
prosperous at the beginning, and accomplished more than Law had 
promised. If Law had been content with his success as a banker 
and discounter, the financial history of France would have been 
far different, but his ambition and imagination drove him on to 
new’ schemes. 

John Law's “System.” With the aid of the Regent, who was 
now willing to back him to the limit, Law proceeded to develop one 
of the most ambitious financial schemes ever conceived by the mind 
of man. As tin* first step in this scheme — or "System,” ns it was 
called — the General Bank was converted on I)«*eeml>er 4, 17IK, by 
a decree of the infant King (through the influence of the Regent), 
into the Royal Bunk. Among other changes, its notes were no 
longer redeemable in specie. They relied for their security on the 
general credit of the bank and the guaranty of the government 
This fatal weakness undermined the notes, the tank, and the gov- 
ernment finances, it was the beginning of the downward path, but 
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the public did not fully realize the inevitable consequences, and 
for a short time the bank flourished more than ever before. 

The “Compagnie d’Occident” was organized by Law, ostensibly 
to colonize the Mississippi Valley, but actually to take over the 
State debt, as only State bills were accepted m payment for the 
shares. The successful flotation of this company fired Law to even 
greater endeavors. The “Compagnie des Indes,” capitalized at 
25,000,000 livros, was organized on June 17, 1719, and its shares 
sold for cash. It immediately took over the “Compagnie d’Occi- 
dent, ” the Guinea Company controlling the African trade, and the 
China Company, which had a monopoly of the trade with the 
Orient. Thus the India Company had a monopoly of the entire 
foreign trade of France. On July 15, 1719, the Company paid the 
government 50,000,000 livres for a nine-year monopoly of the issue 
of coins and management of the mint. On August 27, 1719, the 
Company loaned the King, in return for the tax monopoly, 1,200,- 
000,000 livres to retire the State debt. It also took over the to- 
bacco monopoly. 

These acquisitions were financed by the issuance of stock the par 
value of which totalled 312,000,000 livres. This figure was impos- 
ing enough, but now comes one of the most amazing parts of the 
entire stock inflation: these shares were sold for 1,797,500,000 
livres, all of which was paid in bills issued by the Royal Bank. Of 
this total, 1,620,000,000 livres was paid for the last issues of the 
Company of 162,000,000 par value: that is, ten times par. Specu- 
lation ran riot, pushing the market price of the shares to 3600 per 
cent of par. 

Law would accept only notes of the Royal Bank in payment of 
the subscriptions, with the result that these notes went to a pre- 
mium of 10 per cent. People demanded the notes of the bank to 
subscribe to the stock of Law’s companies, and were unwilling to 
accept gold and silver. Law had accomplished the impossible: 
irredeemable paper was preferred to gold and silver. This was the 
last degree of financial insanity. The reckoning, long delayed by 
Law’s audacity, was at hand. 

Failure of the “System.” The various monopolies held by the 
India Company might have yielded a handsome return on the par 
value of the stock. The profits were totally inadequate, however, 
to maintain the inflated market price of 36 times par. Certain in- 
dividuals called “realizers,” in contempt, began to present notes to 
the bank and demand payment. For a while they were promptly 
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paid. Then the bank began to use various banking artifices to gain 
time. The Regent supported Law, and edicts were issued to aid 
the bank. They all failed; they only drove specie out of circula- 
tion. 

The bills of the bank dropped to 50 per cent of their face value, 
and still the “realizers” demanded payment. The Regent at- 
tempted to stay the precipitous drop in the value of the .shares of 
the India Company by setting a definite scale for a reduction in 
their market price. This plan failing, trading in the shares was 
prohibited; still the price fell. The Mississippi Bubble had col- 
lapsed. 

These various edicts and decrees caused great alarm. As the 
flight from the bank notes gained momentum, prices of commodi- 
ties rose so rapidly that it was necessary for Law to resign ns Super- 
intendent of Finance on December 27, 1720, and flee for his life to 
Brussels. A little later the “System” was liquidated with enor- 
mous losses; the Royal Bank disappeared in disgrace. 

The “System” had ruined Law and wrecked France financially— 
all in four and a half years. Such is the force of credit improperly 
used. It took the French 47 years to forget the nightmare of this 
credit orgy, for no other bank was established until 17157. 

John Law’s contribution to banking. John Law demonstrated 
on a g/and scale certain banking fallacies. He proved, beyond a 
doubt, under the conditions that prevailed in his time, the unsound- 
ncss of many banking and currency schemes which men and nations 
have continued to try to this day. 

The history of the “System” showed that government fiats, finan- 
cial legerdemain, and glowing promises are not satisfactory substi- 
tutes for honest banking. I^aw was unable to maintain public con- 
fidence with hocus-pocus, speculation, secrecy of ojierations of his 
bank, and improper government relations all combined to destroy 
the public confidence necessary to the continued success of any 
credit institution. John Law learned all these things- -but too 
late, as have many a banker and government since. 

When he was old, he returned to his homeland and, it is said, waa 
pensioned by the English for what he had done to their traditional 
enemies, the French. 

Other banka in the seventeenth and eighteenth centuries. The 
English also tried their hand at a bank founded on the public debt, 
following the plan of another Scotsman, William Patterson. A 
charter waa granted in lfKH to “The Governor and Company of the 
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Bank of England,” in return for a perpetual loan of £1,200,000 to 
the government. As this represented all of the capital which had 
been raised, the Bank of England (as did many another early bank) 
began banking operations without a pound of cash capital. This 
was no handicap, however, as it was given the right to issue demand 
notes. The need for a credit institution was so great that it was 
popular from the start. The English being naturally conservative, 
the Bank of England was steered clear of the pitfalls which had 
wrecked the French bank, and has survived as a pillar of strength 
to this day. Privately owned and privately operated for more than 
three centuries, it proved the most public of all banks. 

Although banking was developing apace in Europe throughout 
the 17th and 18th centuries, it is unnecessary for the student of 
American banking to study it closely, as banking was developing 
independently in the colonies along distinctly American lines dur- 
ing the same period. 

American banking. The free, pioneer spirit of our forefathers, 
and the entire absence of restrictive or prohibitory legislation, com- 
bined to produce in America a species of banking the like of which 
the world has never seen. Experiment, innovation, and downright 
fraud in currency and banking were tried on a grand scale. The 
student of banking need look no further for “horrible” examples 
and modern instances — everything was tried; nothing was over- 
looked. Schemes — good, bad, and indifferent — were launched with 
little regard to circumstances or results. Only a young country 
with practically inexhaustible natural resources could have so well 
survived the terrific economic drain of such inadequate, ill-advised, 
and misguided banking. 

Nearly all of the various states engaged in banking at one time 
or another, generally with disastrous results. The pendulum then 
swung in the opposite direction, and an era of free, yes, wildcat 
banking was ushered in. Is it any wonder that until quite recently 
books were written to prove that banks were institutions of the 
devil; or that one finds an early pioneer who had migrated from 
Massachusetts to Ohio writing back to friends that while he is in 
danger from wild animals and Indians, he “blesses God he is out of 
reach of a bank”? 

Colonial banking. In the early American colonies, the word 
“bank” meant a pile or heap. “Raising a bank” was the terminol- 
ogy used in colonial days in Massachusetts to cover the issuance of 
colonial bills of credit rather than the institution which created 
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the paper money. These early colonists needed capital — they 
thought their need was money. This led to many different plana 
for creating money by legislative decree or community coopera- 
tion. Land bemg plentiful, it was natural for the colonial h to turn 
to it when security was needed to make their paper money circu- 
late. For example, a Land Bank was formed in Massachusetts as 
early as 1714. Owing to overissue, these early issues of “money” 
soon dropped so much in value that the community reverted to 
barter. There was practically no banking in the modern sense 
before the Revolution. 

First Bank of the United States. One of the pet ideas of Alex- 
ander Hamilton, as Secretary of the Treasury, was the formation 
of a national bank. Having drafted the' charter for the Bank of 
New York, he drew on his experience and proposed a charter tor a 
national bank, which was adopted by Congress, with certain 
changes, in 1791. The bank’s charter, which ran for twenty years, 
was not renewed, because the bank had aroused the antagonism of 
several states through establishing branches. Likewise it stood 
accused of exercising political influence. This last was a very seri- 
ous charge, politically, since 18, (KM) of its 25,000 shares were owned 
in England. The fact that only the 7,000 American shares pos- 
sessed the right to vote did not deter the politicians. Desha, of 
Kentucky, speaking in the House of Representatives, called the 
bank “a viper in the bosom of our people,” and felt certain that 
George III was a heavy stockholder. 

The bank furnished a fairly satisfactory circulating medium 
during its existence, but aroused the hostility of nearly all classes 
by standing firmly against inflation, a very unpopular course at any 
time but particularly so in those days. Punctuality in meeting 
engagements, practically unknown before, was greatly improved by 
this bank. It also aided the Federal government a great deal in its 
financing and fiscal functions. 

Second Bank of the United States. From the liquidation of the 
first Bank of the United States in 1811 to the chartering of the 
second Bank of the United States on Januury 8, 1810, banking 
progress was negligible. The state banks, whieh were called on to 
bear the burden of providing circulating notes and other facilities, 
luultiplmd in manlier, hut because of currency inflation were forced 
to sus[H*nd s|weic payment in 1814 as an aftermath of the War of 
1812. This almost paralysed the Treasury, as it became impossi- 
ble to transfer funds from one section of the country to another, 
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because notes of banks in one section did not pass current in an- 
other. Gallatin insisted that all this would have been avoided had 
the Bank of the United States been in operation. 

Various proposals were made for the establishment of a central 
bank, such as the one proposed by Dallas, which was designed 
solely to lend the government 330,000,000, and, incidentally, fur- 
nish a circulating medium. Daniel Webster opposed this measure, 
feeling that the bank should primarily finance commercial activities 
rather than government requirements President Madison himself 
proposed a bank which eventually was chartered as the Bank of 
the United States (second). The charter was long and elaborate; 
it covered every contingency except the small detail of getting 
enough specie in the bank with which to carry out its manifold 
functions. While $35,000,000 capital was planned for the bank, 
1/5 of its stock was taken by the government (on credit, of course), 
and the remaining $28,000,000 was sold to the public on the install- 
ment plan. One-quarter of the public subscription was to be paid 
in specie, but the remaining of the public offering, and the gov- 
ernment subscription of $7,000,000, were payable in debt, mostly 
government bonds which were exchanged for shares of the bank. 

Things would have been bad enough even if all the specie re- 
quired by the charter had been paid in, but this was not the case. 
As a matter of fact, the bank probably never got more than $2,000,- 
000 of specie in payment for its stock, whereas it was supposed to 
get $7,000,000. On top of this, the bank began immediately to 
speculate in specie and anything else handy, with the result that it 
was in difficulties within two years. Gheves, who became its presi- 
dent on March 6, 1819, three years after its charter was granted, 
was forced to borrow $2,500,000 in Europe to avoid closing its 
doors. Cheves stopped all loans on the bank’s own stock, and de- 
manded repayment of such previous loans at 5 per cent sixty days. 
By drastic methods he restored the bank to solvency and public 
confidence, which it enjoyed for ten years. 

Its contribution to banking was substantially the same as that of 
the first Bank of the United States. It facilitated the transfer of 
funds from one part of the country to the other; it maintained a 
uniform circulation equal to coin; it reduced the rates of exchange 
and benefited commerce. 

Nicholas Biddle, who became third president of the bank in 1823, 
was, however, not content merely with contributions in the eco- 
nomic field. Instead of standing on the record, he decided to carry 
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the fight to the state banks, with ultimately disastrous results 
Despite the fact that the state banks had not resumed specie pay- 
ments and that their notes did not circulate at par, for political 
reasons President Jackson espoused their cause in his annual mes- 
sage in 1829. In the “Bank War” which followed, Biddle, who had 
permitted the bank to become embroiled, was seriously embarrassed 
by the removal of government deposits from the bank. This trans- 
fer, opposed by the Congress, was made, upon the direct order of 
the President, to state banks selected by his agents, which were 
thereafter called Jackson's “pets.” 

Biddle claimed that the issue was between his bank, with a regu- 
lated currency, and the state banks, with an uncontrolled, unregu- 
lated, naturally inflationary paper currency; that is, stability vs. 
inflation. While this was true, Jackson and his party were aide 
to prove that the Bank of the United States had not been averse to 
speculation itself, and that its charter had not been observed in 
most respects. Also, Jackson insisted that his overwhelming ma- 
jority in his campaign against Clay, in which the Bank was the 
major issue, was a mandate which he should enforce* in favor of the 
state banks. This he proceeded to do with a vengeance, vetoing 
the act renewing the charter and leaving nothing for Biddle to do 
but get a state charter. 

Thus, the second Bank of the United States became a state hank 
in Pennsylvania in 183(>. To put its largo capital to work, it en- 
gaged in unwholesome speculation and in nonliquid transactions. 
It failed in 1841 because of illegal and improper loans, including 
many to its officers and directors, that completely wiped out the 
bank’s capital. Biddle himself died in 1844, poor ami broken- 
hearted. 

Multiplication of state-chartered banks. Coincident with Jack- 
son’s attack on the Bank of the United States, there liegan a tre- 
mendous expansion in the number of state banks. Three hundred 
forty such banks, with capital stock of 99 millions and little or no 
money, were founded in the jioriod between 1832 and 1837. It 
wits esteemed such a privilege to subscribe to their stock that riots 
were a common occurrence, and “men of pugilistic ability” were 
used by many to guarantee the entering of their sulMcriptione. 
The new prostxrt of getting a government deposit made these 
banks all the more attractive. Banks were the “patent medicine” 
of the tiny in business; they were a remedy for everything. A 
famous New York institution, the Society of Tammany, finding 
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itself in debt, planned to get rid of the debt by starting a bank. 
Likewise, a bank was proposed as the best method of relieving the 
sufferers from the great New York City fire of 1835. 

Wildcat banking. In 1827, a pamphlet entitled “A Peep Into 
The Banks,” by an anonymous author, made the following observa- 
tion on banking in New York State: “The time was when to get a 
bank it was thought necessary to have money to put in ; now men 
get a bank charter for the contrary reason — because they have no 
money and want some.” 

As early as 1795, Wolcott, Secretary of the Treasury, wrote Ham- 
ilton’ “Banks are multiplying like mushrooms.” This tendency 
has been so prevalent throughout our history that it might be 
called the “natural order” m American banking. When to this is 
added the encouragement given by politicians, such as Jackson and 
others even more self-seeking, and also the impetus given the for- 
mation of all new ventures by our system of ever-recurring periodi- 
cal booms, it is not surprising that banking facilities were always 
expanded far beyond the needs of the times. This expansion was 
so utterly reckless and wild during the period 1830-1840 that it was 
popularly dubbed the era of wildcat banking, as banks were started 
even in the depths of the forests, where there were more wildcats 
than humans. 

The table shown below, giving the banking statistics from 1830 
to 1862, inclusive, summarizes the expansion during the period and 
the further growth of banking up to the beginning of the Civil War. 

During the period covered by the table, hundreds of banks failed, 
and these are not included in the totals except in so far as others 
took their places. Then, too, many banks were formed on paper 
only, solely for the purpose of note issue, and undoubtedly did not 
find their way into these figures. Hoggson 8 estimates that in the 
fifties there were in circulation 7,000 different kinds of bank notes, 
including 1,700 issues of banks which existed solely on paper, and 
3,800 different counterfeit issues. To add to the general confusion, 
notes issued by schools, bridge and turnpike companies, libraries, 
fraternal organizations, orphan academies, railroads, and other non- 
banking agencies were in circulation at various times in different 
states. There were no standards; every bank found it necessary 
to use several bank note “reporters” and counterfeit detectors to 
determine the value of the notes offered at its windows. 

* Hoggaon, Noble Foeter, Epochs in American Banking, John Day Company, New 
York, W 
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BANKING STATISTICS OF THE UNITED STATES, 1830 TO 1802 

(For 1830-1833, from 14 Banker's Magazine, 765; 1834- 1862, 

Cong t 3 Sess 5 Ex 210 ) 


January 

Number 
of Banks 

Cajntal 

Circu- 

lation 

Dr posits 

Cm ul 
Deposits 
per 

Capita 

Specie 

I mans 

1830 .... 

304 

*182 m. 

$ 51 m. 

$ 58 m 

, 

$ 24 m. 

*272 m. 

1831 . ... 

426 

186 

57 

62 

. . . 

25 

28.5 

1832. . . 

448 

191 

62 

67 

. . . 

25 

301 

1833. 

472 

198 

68 

71 

• . . . 

26 

3 16 

1834 

506 

200 

91 

75 

. . . 

26 

324 

1835. . . 

704 

231 

103 

83 

$12.61 

43 

365 

1836 

713 

251 

140 

115 

10 77 

40 

457 

1837 . . . 

758 

290 

149 

127 

17.66 

37 

525 

1838 

829 

317 

116 

84 

12.46 

35 

<18.1 

1830 . . . 

840 

327 

135 

90 

13.59 

45 

492 

1840 . . . 

907 

358 

107 

75 

10.70 

33 

462 

1841, ... 

784 

313 

107 

64 

9.79 

34 

380 

1842 

092 

260 

83 

62 

8.07 

28 

323 

1843 

091 

228 

58 

50 

0.15 

33 

251 

1844 

096 

210 

75 

81 

8.31 

49 

201 

1845 

707 

206 

89 

88 

8.96 

44 

288 

1846 

707 

196 

105 

96 

9.90 

42 

312 

1847 

715 

203 

105 

91 

9.35 

35 

310 

1848 

751 

204 

128 

1CW 

10.65 

46 

34 1 

1841) 

782 

207 

114 

91 

9.17 

43 

332 

1850 

821 

217 

131 

109 

10.39 

45 

301 

1851 

879 

227 

155 

128 

11,87 

43 

413 

1852 

992* 

237* 

156* 

189* 

13.31 

53 

527* 

1853 

1,098* 

225 

1 16 

145 

13.60 

17 

408 

1854 

1,208 

301 

2 04 

188 

1 1.97 

59 

557 

1855 

1,307 

332 

187 

190 

13.95 

53 

576 

1858 

1,398 

247 

195 l 

212 

14.66 

59 

034 

1857 

1,410 

370 

214 

2110 

15.62 

.58 

081 

1858 

1,422 

394 

155 

185 

11.56 

71 

583 

I860 

1,070 

401 

193 

259 

14.91 

104 

057 

I860 

1,502 

421 

207 

253 

1 1.66 

83 

091 

lHftl, ... 

1,601 

429 

202 

267 

14.13 

87 

096 

1862 

1,490 

419 

183 

297 

14.36 

102 

017 

• 

, . 

- 

* v* ■ * 

- 
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*Hupj4i*d fruro th* Hank*’* m »bov«, 


The* following record of the trying cjqtcrienccs of an 1840 trav- 
eler with the variouH kinds of notes encountered on a trip shows 
the intolerable currency confusion of the period: 


Htarted from Virginia with Virginia money; reached the Ohio River; exchanged 
*20 Virginia note for ehmpUxtera and a lit noto of tin* Bank of West Union; 
;m»! .-lino tin' <3 note for a breakfast; reached Tennessee; received a *100 Ten- 
nreMw note; went luck to Kentucky; forced there to exchange the Tennessee 
note lor $&> Kentucky money; started hotne with tlte Kentucky money. In 
Virginia and Maryland corniielled, in order to get along, to deposit five tine* the 
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amount due, and several times detained to be shaved 4 at an enormous per cent. 
At Maysville wanted Virginia money, couldn’t get it At Wheeling exchanged 
$5 note, Kentucky money, for notes of the Northwestern Bank of Virginia; 
reached Fredencktown; there neither Virginia nor Kentucky money current; 
paid a $5 Wheeling note for breakfast and dinner; received m change two $1 
notes of some Pennsylvania bank, $1 Baltimore and Ohio Railroad, and balance 
in Good Intent slnnplasters' 5 , 100 yards from the tavern door all notes refused 
except the Baltimore and Ohio Railroad; reached Harpers Ferry; notes of North- 
western Bank m worse repute there than m Maryland; deposited $10 in hands 
of agent; in this way reached Winchester; detained there two days m getting 
shaved. Kentucky money at 12 per cent, and Northwestern Bank at 10. 

Two banks of the period. A bank set up by the Mormons at 
Kirtland, Ohio, in 183G, in many respects typifies the entire period. 
It had no coin, and gave no security for its note issue — no one was 
responsible. A Pittsburgh banker who returned some of its notes 
for redemption was informed by Rigdon, its president, that he had 
issued those notes to circulate for the convenience of the people; to 
redeem them would defeat the purpose. And he, therefore, re- 
fused. The bank closed after one year of operation, leaving $40,- 
000 of notes outstanding — which aided the Mormons in reaching a 
decision to leave the state. 

Another case in point is that of the North American Trust and 
Banking Company of New York City. Organized in 1838 with an 
announced capital of $50,000,000, it actually raised only $2,000,000, 
with which it started business. To make matters worse, the $2,- 
000,000 consisted almost entirely of bonds and mortgages. The 
bank was put in the hands of a receiver three years later. 

Sound banking developments prior to the Civil War. While 
the banking experience of the period before the Civil War included 
many reverses, because of the lessons that it taught it was all the 
more valuable. In banking, especially, it is just as important to 
know what not to do as it is to know what to do. Students of bank- 
ing should not dismiss this period with the idea that it was either a 
farce or a tragedy. Great ferments were at work, out of which 
have come many of the great banks of our day. Furthermore, the 
speculative and expansionist banking of the period did help to 
finance the rapid development of the country. 

Various experiments were carried out, such as the Suffolk Sys- 
tem, Safety Fund System, state-owned banks, and Federal gov- 
ernment interference. Probably the bitterest comment that could 


*Lom in changing money. 
'Fractional currency. 
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be made is that later bankers learned no more than they did from 
these attempts at trial and error. 


Questions for Study end Review 

1. list in order of historical appearance: money, credit. Ijanks, banking, 
coinage, and safekeeping. 

2. Describe the banking activil ies of the temples of Babylon 

3. What charges were levied by the temple bankers of Greece? 

4. Why was the safekeeping function of such great importance in Babylonia? 

5. What contributions to modern banking wore made by Greece? By Rome? 

6. What part did the Jews play in the development of early banking 9 

7. Why did the American colonists confuse money and capital? 

8. Describe the outstanding characteristics of the era of wildcat banking. 

9. What part did John Law play in the development, of banking? 

10. Explain the refusal of the government, to re-charter the firs*. Bank of the 
United States. The second Bank of the United States. 

11. Why was it that men without capital could found banks in America 
throughout the entire period before the Civil War? 

Problumi 

1. Calculate the ratio of bank circulation to deposits in the United States for 
the yeans 1830, 1860, 1900, 1940, and tho latest date for which information is 
available. 

2. Calculate the population served by the average bank in tho United States 
for the same years as in Problem 1. 

3. Calculate the amount of bank circulation and deposits per capita in the 
United States for the same years as in Problem 1. 

4. What per cent of the capital of the second Bank of the United States was 
actually paid in in specie at the date of opening? 
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CHAPTER 5 


American Banking institutions 


The nineteenth century. Banking progress in America might 
well be characterized by the following observation of Bacon on 
human progress: “The rising unto place is laborious, and by p ains 
men come to greater pains ; and it is sometimes base ; and by indig- 
nities men come to dignities. The standing is slippery; and the 
regress is either a downfall, or at least an eclipse, which is a melan- 
choly thing.” 

As indicated in the preceding chapters, throughout the nine- 
teenth century, banking and currency were the objects of a series of 
experiments, the results of which at times bordered on chaos. 
Likewise, the relations between the Federal government, the states, 
and the banks were in a continuous flux. During the second quar- 
ter of the century, nearly all the states, except those in the East, 
established or participated in the establishment of banks of the 
state. At one time or another, Alabama, Arkansas, Florida, Geor- 
gia, Illinois, Indiana, Kentucky, Mississippi, Missouri, Ohio, South 
Carolina, and Tennessee, to name a few, had such banks. These 
state excursions into the field of banking were generally unsuccess- 
ful, and in most cases were downright frauds on the public. 

Banks of the state. These examples of political banking should 
be worthwhile object lessons to present-generation Americans. 
Taxpayers wanted the state bank to earn enough profits to relieve 
them from taxation ; debtors continually demanded “relief” (from 
their debts to the bank), a demand which vote-seeking politicians 
found it difficult to resist. The president of the Bank of Tennes- 
see summed up the problem by pointing out to the legislature of 
1846 that they "could not expect to live on the bank and plunder it 
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too.” The basic fallacy underlying the formation and operation of 
these institutions is summarized in the following words of Sumner- 
“All the bank of the state schemes rested upon a notion of the 
‘credit’ of the state as a metaphysical entity, which could be called 
upon to do the work of capital, although capital cannot bo produced 
without labor and frugality.” The record of these banks stands as 
one of the darkest blots on the escutcheon of statehood. Private 
banking at its worst has never, even at this late day, approached 
the rlepths of banking abuses, infamy, and fraud plumbed by some, 
of these banks of the state. 

Two banks of the state, established in Indiana and Ohio, respec- 
tively, must be excepted from this general condemnation. While 
other states were “wildcatting” as flagrantly as the worst, bank 
wreckers of the time, Indiana and Ohio dared to run honest banks. 
Such heresy warrants further examination. 

State Bank of Indiana. The State Bank of Indiana was estab- 
lished by the legislature in 1884, the state contributing one-half of 
the capital of $1,600,000, and private individuals supplying the 
remainder. The bank’s first act departed widely from precedent; 
the capital was paid in entirely in spade. Another departure was 
the fact that the state never controlled the bank — the legislature 
selected the president and four directors, while the private stock- 
holders elected tan directors. 

Structurally, this bank resembled somewhat the Federal Reserve 
System or a Canadian chartered bank. The board of directors 
constituted the parent institution, and had no capital or credit 
under its immediate control. The sole function of this head office 
was to supervise, examine, and, in general, control the ten banks, 
called branches, which carried on the actual banking operations. 
Each branch had a capital of $160, (XX), locally owned and controlled 
but subject to the central board at Indianapolis. While the 
branches were independent as to assets and profits, they were 
jointly liable for all the debts of all the branches. No branch wan 
permitted to issue notes in excess of twice its capital. Each branch 
was required to receive the notes of all other branches at par, and 
to redeem its own notes on demand in sjjecie. The stock carried 
double liability. Thu observance of these and other sound banking 
principles, together with able management, made the bank a suc- 
cess from the start. This hank was the first American institution 
to follow the modern principle of thoroughgoing external examina- 
tion and supervision. The excellence of the examinations and 
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audits by the central board was undoubtedly a great factor in its 
success 

The state of Indiana received a net profit of $3,500,000 from the 
bank during the period of its operation from 1835 to 1859. At- 
tempts to renew its charter threw the whole matter into politics. 
As this was not to the taste of the central board, the bank was 
liquidated. It was succeeded by a private institution, which sur- 
vived as a successful bank until 1866, when the Federal tax of 10 
per cent on its notes forced it out of business. 

The State Bank of Ohio (1845-1866) was likewise essentially a 
central board of control at the head of a group of “branches.” 
There were ultimately thirty-six banks in the system. The State 
Bank of Ohio was always solvent and highly successful until the 
advent of the national banking system ended its existence. 

Why were these two banks always sound and profitable in a pe- 
riod when all other banks of the state were in continual difficulty? 
The answer is simple: they had first-class management and fol- 
lowed sound banking principles 

Another state bank, that of Illinois, had nothing in common 
with those except similarity of name. It was at the opposite end 
of the scale, and will accordingly be reviewed. 

Bank of the State of Illinois. In the 1830’s the State of Illinois 
participated to the extent of $3,200,000 (an enormous amount for 
those days) of stock in the ownership of the Bank of the State of 
Illinois and the Bank of Illinois, and thus secured control of both 
banks. The subsequent history of these two banks is so much of a 
pattern that only the Bank of the State will be discussed. This in- 
stitution was an almost perfect example of what a bank should not 
he. 

Superficially, the Bank of the State of Illinois resembled the 
Bank of the State of Indiana; actually, it was a state credit ma- 
chine and a banking fraud from the start. Chartered in 1835, with 
a capital of $1,500,000, the state taking $100,000 of the stock, the 
bank was practically insolvent in the short space of two years. The 
state then took another $2,000,000 of stock through the simple ex- 
pedient of turning over to the bank $2,000,000 in state bonds. 
With this fresh "capital,” the bank was able to continue its recklesB 
note issue and banking methods until the legislature officially 
recognized its insolvency in 1843 and repealed its charter, forcing 
liquidation. 

During its entire existence, the bank had little "real” money 
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(specie) ; the chief backing for its notes was the state bonds, which, 
having no other sizable market, were rarely above 50 per cent of 
par. The bank, however, always issued notes for the entire face 
value of the bonds The quality of its loans may bo judged by the 
later discovery of the legislative Committee on Banks that the 
holders of $60,000 of its stock in 1838 had borrowed more than 
$900,000. The state also borrowed heavily and continually from 
the bank. The sorry history of the Bank of the State of Illinois, 
which was typical of nearly all the other state banks, may be epit- 
omized thus: the state (politicians) and certain favored individu- 
als swindled the bank; the bank in turn swindled everybody; the 
politicians made the bank the scapegoat and ended it. 

George Smith. Needless to say, these amazing excursions of 
the states into the realm of banking were not the only developments 
of the “wildcat” days. Here and there, private initiative was fol- 
lowing sound banking principles in the development of other insti- 
tutions, and blazing trails to be followed by later generations. Of 
these individuals, George Smith made a particular contribution to 
banking progress in the West. Smith, a Scotsman with a natural 
sense of the time-value of money, introduced New York exchange 
to the Middle West. 

Unable to secure a charter for a bank because of the intense prej- 
udice against such institutions, he induced the Wisconsin legislature 
to pass a special law incorporating an insurance company. The 
charter expressly excluded “banking privileges” (note issue 1 , in those 
days) but permitted him to accept money on deposit and to loan it 
on security. He proceeded to issue certificates of deposit which cir- 
culated exactly as notes. These certificates — known as “George 
Smith’s money” — at first redeemed in specie in Milwaukee, were 
later redeemed by drafts on New York. To reimburse his New 
York account, Smith bought drafts covering wheat and other agri- 
cultural commodities shipped to the East. He held his notes at 
par, and during several runs paid specie on demand. For fourteen 
years he maintained the integrity of his notes, until Wisconsin 
passed a law in 1853 requiring the deposit of security with the state 
Comptroller to cover circulation. Smith thereupon withdrew and 
established a bank in Chicago, which successfully used the same 
principles. 

Smith was not only the first important dealer in drafts on New 
York (New York exchange), but he also credited to deposit ac- 
counts the proceeds of discounted drafts, just as is done today. 
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This was a radical change; other banks insisted on the proceeds of 
loans being withdrawn in notes in order to increase their circulation. 
Smith made a substantial fortune with the help of his principle that 
banking profits result from the act of discounting and that it was 
immaterial whether the notes were actually withdrawn or the ad- 
vance remained as a deposit balance. This was a successful appli- 
cation of the “banking principle” of credit and note issue, a prin- 
ciple which is explained later in this chapter. 

New England experiment: note redemption. In its search for 
profits, the Suffolk Bank, in Boston, started a system of note re- 
demption in 1818 which was a distinct contribution to banking 
theory and practice. At first single-handed, and later, in 1824, with 
the aid of the other Boston banks, it established what was in effect 
a clearing house for the notes of New England banks, with the re- 
sult that the notes of all participating banks circulated at par. 

The significance of this advance in banking methods may best be 
appreciated after a hasty survey of the currency conditions existing 
before and after the plan was put into practice. Previously, 
country-bank notes had circulated in Boston at discounts varying 
from 1 to 5 per cent, depending upon the distance from Boston and 
the difficulty of redemption, with the result that the notes of Bos- 
ton banks, which were at par, returned immediately for redemption 
under the operation of Gresham’s law, while the country notes con- 
tinued to circulate indefinitely. In fact, the seven Boston banks 
had less than one twenty-fifth of the total circulation outstanding, 
although they had more than half of the banking resources of New 
England. 

Naturally, the country banks were bitterly opposed to the Suf- 
folk plan, as bankers thought in those days that bank profits were 
made almost entirely by note circulation. After quite a battle, the 
country banks agreed to keep with the Suffolk Bank a balance of 
$2,000 each, to cover overhead, and an additional balance sufficient 
to redeem all the notes presented to it. In return, the Suffolk Bank 
agreed to accept at par the notes of any sound New England bank. 
This permitted country member banks to restore their balances in 
Boston by shipping, instead of specie, the notes received over their 
own counters. This quick and easy redemption caused the notes 
of the members to circulate freely, not only in New England but 
also in the remainder of the United States and even in Canada. 

The Suffolk System did much to raise banking standards. In 
New England, at least, it firmly established the principle that a 
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bank should pay out over its own counters only specie or the equiv- 
alent notes circulating at par. This had a salutary effect on the 
amount of notes issued by the banks. Under the Suffolk System, 
the “currency principle” of note issue was superseded by the “bank- 
ing principle,” as New England transactions eventually resulted in 
debits or credits on the books of the banks. Thus, the amount of 
notes issued was regulated to a great extent by the needs of indus- 
try and trade. 

The Suffolk System did for notes in New England what the Fed- 
eral Reserve System, through par collection, has done for checks in 
our day. In fact, the entire present scheme of par collection closely 
follows the precedent set one hundred years earlier in forcing par 
redemption of notes. The service rendered by the Suffolk System 
is indicated by the five hundred banks which belonged to the Sys- 
tem at one time, and by the fact that it flourished in varying de- 
grees until superseded by the national banking system, with its re- 
quirement that national banks accept the notes of all other such 
banks at par. 

New York experiments: Safety Fund and Free Banking. In 
New York, as in New England, the early banks issued notes freely, 
with no specific security back of them. The need for regulation of 
their note issue was increased many-fold by the legislature’s grant- 
ing of bank charters to irresponsible groups, in return for political 
considerations — and worse. Although a special act of the legisla- 
ture was necessary for each bank charter, the Bank of America, for 
instance, secured a first-class charter in 1811 by what was reported 
to be wholesale bribery. Before that, the Bank of the Manhattan 
Company, disguised as a water company, had through the aid of 
Aaron Burr secured the famous and very valuable Manhattan Com- 
pany charter, which is in use to this day. The constitutional 
amendment of 1821, which provided that a two-thirds vote of both 
houses of the legislature be required to pass a bank charter, only 
made it necessary to buy more legislators. Bank charters were 
political spoils during the first four decades of the nineteenth 
century. 

In an effort to regulate the note issue of these politically created 
institutions, New York made two distinct contributions of great 
importance to banking theory and practice, the Safety Fund, or 
system of mutual insurance; and the Free Banking, or bond de- 
posit system of note security. 
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Safety Fund : deposit and note guaranty. The Safety Fund was 
created by the Act of 1829, which provided that every bank secur- 
ing a new charter, or the extension of an old one, should pay into a 
special bank fund in the hands of the Comptroller of the state an 
amount equal to 3 per cent of its capital, in annual installments of 
one-half of 1 per cent. This fund was to be used to pay the debts 
(notes, deposits, and creditors) of failed members of the system 
after their own assets had been exhausted. After a short time, by 
legislative enactment, two-thirds of the fund was made immedi- 
ately available to note holders; in 1842 the Safety Fund law was 
further amended to give note holders a prior lien on it. This last 
law came too late to save the fund from embarrassment. The 
charges against it at the time were so great that it was necessary 
for the state to advance a large sum to the fund. Eventually the 
fund repaid the state with interest and, in addition, redeemed 
nearly $700,000 of notes fraudulently overissued. Had this system 
of mutual guaranty been confined to notes, it would not have 
broken down, as students of banking are now agreed that the annual 
assessment of one-half of 1 per cent would have been more than 
adequate for the guaranty of notes. Then, too, the Act should 
have provided some method of registering the amount of notes 
issued, which would have avoided the later scandals of overissue. 

While the Safety Fund System made its contribution in the 
United States and passed on, it was adopted in principle by Canada 
in 1890, and survives there as the circulation redemption fund. 
Canadian banks are required by law to deposit, with the Minister of 
Finance, Dominion notes or gold equal to 5 per cent of their average 
note circulation. 

The legislation of 1838, which permitted the free incorporation of 
banks upon the deposit of certain securities, dealt a body blow to 
the Safety Fund System, which was based on the limitation of the 
number of banks operating in the states. The prohibition of 
further special bank charters contained in the Constitution of 
1846 finally doomed the system, as all of its members had special 
charters. 

Free Banking: bond-secured notes. The bribery and political 
trickery referred to above caused a strong demand on the part of the 
people of New York for "free banking." As a result of a campaign, 
the Free Banking Act was passed by the legislature in 1838. This 
Act permitted any group of individuals to open a bank, but they 
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could get notes from the Comptroller only by depositing with him 
bonds of the United States, New York State, and other approved 
states, or, subject to certain restrictions, real estate mortgages. 
During the first five years of free banking, the percentage of failures 
was heavy, and the notes of failed banks were redeemed on the 
average at only 76 cents on the dollar. Even the notes in ordinary 
circulation were redeemed by banks at a discount; consequently, 
banks were organized by unscrupulous people for the sole purpose 
of redeeming their own notes at a profit. The Act was amended to 
e limin ate these evils, with such success that thereafter failures were 
rare, and the bonds deposited with the Comptroller were ample to 
insure payment at par of the notes of all failed banks. Although 
notes issued under the Free Banking System were inelastic and in 
no way as satisfactory as the earlier issues of the Safety Fund 
banks, the Free Banking note issue provisions, and many others, 
too, were closely copied in the National Bank Act. 

Independent Treasury System. The disposition of public funds 
gave a great deal of worry to the banks and the government during 
this period. Government deposits, which had originally been kept 
in the two Banks of the United States, were gradually shifted to the 
state banks. This continued until the wholesale state bank sus- 
pensions during the panic of 1837 so embarrassed the Treasury 
officials that they decided to retain all public funds in their own 
possession. An act legalizing this policy was passed in 1840, but 
was repealed the next year. In 1846, however, the Independent 
Treasury System was once more authorized by Congress. 

No further public deposits were made in banks until the Civil 
War period. Thus, for nearly twenty years, the United States 
Government refused to have any dealings with banks, bank notes, 
and the like — all payments to the government and all disburse- 
ments by it were in specie. The government fiscal system was 
entirely divorced from the banking system. Branches, or sub- 
treasuries, were established to aid the Treasury in carrying on the 
financial and fiscal functions of the government. This Independ- 
ent Treasury System worked fairly well as long as the government 
could maintain itself on a specie basis, but the tremendous burden 
of financing the Civil War forced the Treasury to return to a 
credit basis and to “patronize” the banks once more. An objection 
to the system was that it locked up money when taxes were being 
collected, and paid it out to meet expenses, regardless of the coun- 
try’s nets I for currency. The system was finally abandoned alto- 
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gether in 1921, and the sub-treasury functions were transferred to 
the Federal Reserve banks. 

Basis of the National Bank Act. By the Legal Tender Act of 
February 23, 1862, the Congress authorized the issue of an irre- 
deemable Treasury-note currency. This was the government’s 
answer to the suspension of specie payment by most of the banks, 
and to the public fear that these suspended banks would issue 
worthless paper money and lend it to the Treasury. 

It was at this juncture that a system of national banks patterned 
after the free banks of New York State was conceived by Salmon 
P. Chase, Secretary of the Treasury, as a means of aiding in the 
exigencies of Civil War finance. He hoped that such a scheme 
would be the means of furthering the sale of government bonds and, 
at the same time, of providing a circulating medium during the war. 

The proposed bill was defeated twice in the House, despite the 
recommendations of Chase and Lincoln. Eventually, however, it 
was forced through the Senate by political party tactics, and with 
the House barely concurring, the bill became law on February 25, 
1863. This original Act was quite unworkable and unpopular with 
the banks, only 135 coming into the system before November 28, 
1863. Hugh McCulloch, an officer of the State Bank of Indiana, 
who had come to Washington to oppose the bill and remained to 
become the first Comptroller of the Currency, engineered a com- 
plete revision of the bill in 1864. Although these changes made the 
bill more attractive, only four hundred and fifty state banks 
changed over into the system in 1864. By that time it was appar- 
ent that some method was needed to force the state banks into the 
national system. For this purpose, a tax of 10 per cent on state 
bank notes was levied by the Act of Congress of March 3, 1865. 
While this tax was not effective until July 1, 1866, the state banks 
immediately converted almost in a body into the national system. 

Under the Act, as amended in 1864, each national bank was re- 
quired to purchase, and to leave on deposit with the Treasury, 
government bonds equivalent to one-third of its capital, subject 
to a minimum requirement of $50,000 in bonds for each bank. The 
government took no chances on getting its share of the bank’s 
capital; deposit of the bonds was a condition precedent to opening 
as a national bank. Against this forced loan, politely termed bond 
deposit, the bank could issue circulating notes up to 90 (later, 100) 
per cent of par value, with the provision that the Comptroller 
might require the deposit of additional bonds. 
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The national banking system was not firmly established in time 
to aid much in financing the war In fact, only $98,896,488 of na- 
tional bank notes was outstanding in April, 1865, when Lee sur- 
rendered. However, it did furnish a national currency uniform in 
appearance and in quality. Another advantage was the practical 
elimina tion of the state banks; such a serious blow was dealt them 
that records of their activities were not kept from 1864 until 1895, 
when a survey of the Comptroller of the Currency showed that they 
had regained enough importance to represent three-eighths of the 
banking capital of the country. 

Defects of national banking system. The advantages of a 
standard currency circulating at par throughout the nation are in- 
calculable; yet it must not be overlooked that the national bank 
note issue did not possess many of the other requisites of a good cur- 
rency. Being based on bonds instead of commercial transactions, 
it was singularly unresponsive to changes in the public need for 
currency. Rather, the opposite was true; it was inversely elastic, 
since it was profitable for the banks to sell bonds and to retire their 
notes in anticipation of business activity, which would cause bond 
prices to decline. Conversely, toward the end of a boom, when 
government bond prices were low, it became profitable for them to 
buy bonds and force the resulting notes into circulation, even 
though they were not needed by business at the time. 

The national system was characterized by an absolute lack of 
credit control. There was no centralization of reserves or provision 
for flexibility in reserve requirements. Reserves were also danger- 
ously pyramided. The deposit credit activities of the system 
were not regulated or coordinated. The sole control exercised was 
through note issue and periodical audits of the individual banks. 
Bank examination was used in lieu of the credit control which was 
actually needed. The system had many other defects which are of 
only historical interest to present-day students of banking, and 
which, consequently, will not be treated here. 

Attempts to reform the system. Recurring cyoles of credit con- 
traction and expansion, actual “shortages” of bank notes during 
panic periods, and failures of banks oaused the American Bankers 
Convention at Baltimore in 1894 to advocate the issuance of cur- 
rency under the protection of a joint guaranty fund (safety fund) 
as in Canada. This Baltimore Plan, as it was called, led to agita- 
tion for currency reform and to the appointment of the Indianapolis 
Currency Commission by the business interests of the country. 
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The Commission’s recommendations were partially fulfilled by the 
“Gold Standard Act” of 1900. This Act liberalized several re- 
quirements of the National Bank Act. Minimum capital require- 
ments were reduced from $50,000 to $25,000, and the banks were 
permitted to issue notes up to 100 per cent of par value (not to 
exceed market) of the bonds deposited. This liberalization of the 
Act, as had been planned, greatly stimulated the formation of new 
banks, especially in the lower capital group. This was designed to 
alleviate the alleged shortage of bank notes, but it weakened the 
banks considerably. 

The panic of 1907, which was accompanied by a shortage of cur- 
rency, widespread bank failures, and suspension of specie payment, 
again dramatically called attention to the defects of the banking 
and credit system. Congress passed a relief bill, the Aldnch- 
Vreeland Act of May 30, 1908, which permitted the issuance of 
emergency notes, based on commercial paper, by groups of banks 
organized as “National Currency Associations,” a provision which 
was not utilized until 1914, when the financial disorganization at- 
tending the war in Europe caused the issuance of $1,121,000,000 of 
this emergency currency. By 1916 the notes of the Federal Re- 
serve System, which began to function in November, 1914, replaced 
all of these emergency notes. 

The National Monetary Commission, composed of Senators and 
Representatives, was also authorized by the Aldrich-Vreeland Act. 
This Commission immediately embarked on a very extensive in- 
vestigation of banking at home and abroad. The results of the 
investigation were published in several volumes, but little else came 
of it, because the Republican party lost the next national election. 

Federal Reserve Act. The Democratic party, which took over 
the control of Congress in 1913, would have nothing to do with the 
Republican-appointed National Monetary Commission or its works. 
Instead, the Banking and Currency Committee of the House of 
Representatives engaged experts and proceeded to frame a bill of 
its own. The outcome was the Federal Reserve Act of December 
23, 1013. Because of political necessities within the party, this 
Act, as finally passed, constituted a compromise between a central 
bank and a system of local bankers’ banks. It authorized a central 
banking system without a central bank, and a governing board at 
Washington with none too well defined powers. It sought to con- 
oentrate the bank note issue function in the new Federal Reserve 
System, but even this was not accomplished until much later. Al- 
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though many extravagant claims have been made as to the benefits 
derived from the Federal Reserve System, few of them can be sub- 
stantiated beyond the danger of successful contradiction. Panics, 
depressions, violent fluctuations in interest rates, collection charges, 
bank failures, a limited money market, lack of leadership and prac- 
tically all of the shortcomings of the old banking system have oc- 
curred under the Federal Reserve System, m varying but alarming 
degrees. Dissatisfaction with the system culminated m the issu- 
ance of instructions by President Franklin D Roosevelt to Treasury 
experts to study the feasibility of a thorough reorganization of the 
whole Federal Reserve structure. 

Present banking institutions. A rapid-fire survey of the institu- 
tions comprising the American financial system will aid in under- 
standing those covered more fully in later chapters. Although 
still in a process of evolution, some of these institutions have 
reached a high state of development and specialization. 

The field may be roughly divided into those concerned with rais- 
ing long-term funds (generally capital), known as investment 
banking institutions, and those concerned with short-term funds 
(generally bank credit), known as commercial banking institutions. 
No definite line of demarcation can be drawn between these two 
major divisions as there is a great deal of overlapping and consid- 
erable duplication of activities. Thus, in 1946, the historical 
agencies of short-term credit, the commercial banks, had more than 
half of their earning assets invested in bonds. This new develop- 
ment would have warranted their inclusion in the investment 
banking category at least to the extent of the change in their func- 
tion. Furthermore, during the Roosevelt administration, the Fed- 
eral government engaged in both long-term and short-term 
financing on such a grand scale that special treatment of govern- 
ment banking is necessary to present a realistic picture of the finan- 
cial field. 

From the foregoing, it is clear that any classification is for con- 
venience of exposition and not scientific finality. With this limita- 
tion in mind, institutions engaged in investment, commercial, and 
government banking activities will be briefly sketched. 

Investment banking institutions. Investment banka have been 
developed to raise the permanent capital of modem business. 
Through them may be financed not only the fixed capital, but also 
a varying part of the working capital, ranging from minimum re- 
quirements in most cases to maximum requirements in occasional 
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instances, any balance of ordinary working capital and emergency 
working capital being supplied by the commercial banking system. 
Since, ordinarily, these institutions are not publicly owned, they 
are loosely called private bankers. Traditionally, they are partner- 
ships closely identified with one or more financially powerful fam- 
ilies, although latterly there has been a growing tendency to 
incorporate and, in some few cases, to offer their stock publicly. 

Savings banks are really investing institutions for their depositors 
and, consequently, fall in the investment banking category. In 
most of the eastern states they are organized on a mutual basis; in 
the rest of the country they are generally stock institutions. Sav- 
ings banks, particularly the mutual ones, have displayed marked 
stability. While they furnish a popular means of indirect invest- 
ment for a multitude of small savers, they are of regional impor- 
tance for the most part. 

The Postal Savings System, run by the Post Office Department, 
consists of about 8,000 post offices designated by the Postmaster 
General as savings depositories. The funds handled by them were 
quite small and of no practical importance from their opening in 
1911 up to 1030. However, loss of banking confidence immediately 
thereafter caused the system to jump from 460,401 depositors with 
deposits of $175,000,000 in 1930 to 2,342,133 depositors with de- 
posits of $1,187,186,208 on June 30, 1933. Thereafter, deposits 
continued to increase much more gradually until (including interest 
and outstanding savings stamps), they amounted to approximately 
$2,900,000,000 at the end of 1945. 

Building and loan companies are savings institutions which de- 
vote their assets to urban mortgage banking almost exclusively. 

Federal land banks and the comparatively unimportant joint- 
stock land banks confine their activities to agricultural mortgage 
lending. A very small part of their funds is supplied by stock- 
holders, the balance being raised by the sale of bonds in the capital 
markets. 

Insurance companies are agencies of indirect investment for 
policyholders. They play an important part in mortgage financ- 
ing, both urban and rural. In addition, they figure heavily in the 
bond market through their purchases for portfolio purposes. 

Investment trusts are also investing institutions. Handicapped 
by a mushroom growth in the late 20’s, they, nevertheless, play an 
important role in the capital market. 

Trusts, under the control of trust companies and the trust de- 
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partments of commercial banks, are of tremendous and growing 
importance in the field of long-term finance. They furnish a serv- 
ice of capital conservation and a means of indirect investment for 
the wealthy. 

Commercial banking institutions. The institutions engaged in 
commercial banking will now be briefly sketched. This classifica- 
tion covers those institutions and agencies which are predominantly 
concerned with short-term credit. As indicated earlier in this 
chapter, these institutions do not confine themselves to the short- 
term field. Dependent upon the stage of the business cycle and 
general financial policy and conditions, they depart in varying 
degrees from this short-term ideal. 

The Federal Reserve banks, m carrying out their central bank 
functions, are the very base, center, and top of our commercial 
banking system. They are the source of primary credit, the center 
for enforcing cooperation among the member banks, and the heart 
of the credit control mechanism of the Federal Reserve System. 

There are twelve Federal Reserve banks, coordinated as regards 
credit control and policy under the Board of Governors at Wash- 
ington. Each Federal Reserve bank is a bankers’ bank, primarily 
serving only the member banks of its district and the government. 
While the Reserve banks were intended to be banks of discount, the 
major portion of their credit is put into circulation by means of ad- 
vances to members and the purchase of government securities. 
They have twenty-four branches and use various foreign central 
banks as correspondents. 

Federal Reserve System membership is mandatory for all national 
banks, and permissive only for those state-chartered banks and 
trust companies which meet the national standards as to capital and 
surplus, or agree to meet the requirements within a reasonable time. 
These requirements for state-bank membership have been gradually 
lowered in an effort to enlarge the system by inducing more state- 
chartered institutions to assume the obligations of membership. 
As of December 30, 1944, only 1,789 state banks belonged to the 
Federal Reserve System, while 7,181 state banks were not mem- 
bers. 

Congress, in 1933, moved to unify the nation’s banking system 
further in connection with setting up the Federal Deposit Insurance 
Corporation. This law permits mutual savings banks, Morris Plan 
banks, and other incorporated banking institutions engaged in simi- 
lar businesses, to become full-fledged members. While leas than 
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half of all commercial banks are now members of the system, they 
are the more important ones; they hold about 85 per cent of the 
commercial bank deposits of the country. 

The ability of the state banks to leave the system at will on short 
notice, which has been an outstanding weakness of the central 
banking structure, is now circumscribed for insured banks. How- 
ever, member banks, other than national, can leave both the system 
and the deposit insurance plan if they find it to their advantage to 
do so, and even national banks can convert to state charters and 
leave the system. Practically, however, the conditions which 
would cause them to seek to resign are the very ones which would 
make their continued membership almost imperative from a credit 
and social standpoint. 

Ownership of the Federal Reserve banks differs from that of the 
other great central banks, in most of which stock is held directly 
by the public or by the government. The Federal Reserve banks 
are not only bankers’ banks, they are owned by banks. In fact, 
the entire stock of each Reserve bank is held exclusively by the 
banks which are members of the Federal Reserve System in its 
district. 

The national banks are the nucleus of our commercial banking 
system. On December 30, 1944, there were 5,031 licensed national 
banks in operation, with assets of $70,949,859,000. The national 
banks comprise about one-third of all the commercial banks and 
control 50 per cent of the total commercial banking assets. Al- 
though during the boom period ended in 1929 they engaged in 
nearly every type of financial activity, the depression which fol- 
lowed has since tended to restrict them more closely to deposit 
banking. While the Banking Act of 1933 forced them to abandon 
their security affiliates, a number of forces to be discussed more 
fully hereafter have made commercial banks large-scale investors in 
bonds. Likewise, their trust departments seem to be established 
on a sound and permanent basis. As for their other non-com- 
mercial banking activities, it would be dangerous to hazard a guess 
regarding their future. Legislation, on the one hand, and the de- 
sire for larger profits, on the other, will determine the extent to 
which the banks will go further afield. 

State banks and trust companies, numerically but not in total 
resources, exceed the national banks. On December 30, 1944*. 
there were 8,970 of these licensed state-chartered institutions with 
total assets of $61,001,400,000. There were thus nearly two state- 
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chartered institutions for each national bank, and they controlled 
44 per cent of the commercial banking assets of the country. 

Contrary to general impression, the state institutions withstood 
the 1933 banking crisis somewhat better than the national banks. 
While 22 per cent of the state banks and trust companies closed as 
compared with 18 per cent for the national system, the former lost 
only 9 per cent of their total resources as contrasted with a decrease 
of 10 per cent in national bank resources Thus, the duality of the 
banking system was not materially altered by the banking up- 
heaval. 

The banking standards in the eastern states are so high that 
there is little difference between the state and national institutions 
from the standpoint of safety or service. In the West and Kouth, 
however, national banks enjoy some special prestige. In the state- 
chartered group, the trust companies have had an amazing growth 
in recent years. 

Commercial paper houses are institutions, generally partnerships, 
which give borrowers access to the money market. While they 
formerly functioned as brokers, they now are dealers, purchasing 
and reselling the short-term (three months to one year) paper is- 
sued by business. The commercial paper dealer, as a rule, neither 
guarantees nor endorses the paper he sells. There are about three 
dozen dealers in the entire country, with more than half the vol- 
ume handled by seven of this number. Beginning in 1921, com- 
mercial paper volume declined until it had become relatively an 
unimportant factor in the money market in 1946. 

Consumer financing institutions occupy a position of rapidly 
growing importance in the field of short- and medium-term credit. 
Mass financing, as it is called, is based on personal credit and is 
carried on by several different types of institutions. Methods of 
operation and services rendered vary widely. As these are covered 
in detail in a later chapter, it will be sufficient merely to list them 
here without further explanation. They are Morris Plan banks, 
industrial banks, personal finance companies, credit unions, and 
various types of sales-finance companies. These financing agencies 
are collateral to the commercial banking system rather than an 
integral part of it. 

Government banking institutions. Historians of the future will 
point to the Federal government banking activities of the middle 
30's as an outstanding example of government participation in 
private banking activities, in fact, as the beginning of a new era 
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in American banking. Beginning with March, 1933, the Federal 
government, through agencies incorporated for the purpose, loaned 
more than ten billion dollars in less than three years About half 
of these loans were for a twelve-year term or longer, the maximum 
being forty years. This development has continued so that now, 
even if the government should resolutely decide to retire from the 
banking field, and indications are to the contrary, it would take 
years to liquidate the many agencies involved. Furthermore, the 
certain political repercussion to such a step makes it highly im- 
probable. 

These government lending agencies defy classification, as they 
were created by arbitrary legislative enactment rather than de- 
veloped by evolution. On a rough and summary basis, the larger 
ones may be grouped as follows: 

Investment banking group, including the Farm Credit Adminis 
tration, Farm Security Administration, Federal Farm Mortgage 
Corporation, Federal Ilome Loan Banks, Federal Housing Adminis- 
tration, Federal Land Banks (discussed earlier), Federal National 
Mortgage Association, Federal Public Housing Authority, Federal 
Works Agency, Home Owners Loan Corporation, Inland Waterways 
Corporation, Land Bank Commissioner, Production Credit Corpora- 
tions, Reconstruction Finance Corporation, Reconstruction Finance 
Corporation Mortgage Company, Rural Electrification Administra- 
tion, Tennessee Valley Authority, United States Housing Author- 
ity, United States Postal Savings System (discussed earlier), and 
United States Maritime Commission. 

(2) Commercial banking group, including Commodity Credit 
Corporation, Export-Import Bank of Washington, Federal Inter- 
mediate Credit Banks, and Regional Agricultural Credit Corpora- 
tion. 

(3) Cooperative and consumer credit, including the Central 
Bank for Cooperatives, District Banks for Cooperatives, Electric 
Home and Farm Authority, Federal Credit Unions, and Tennessee 
Valley Associated Cooperatives, Inc. 

(4) Miscellaneous group, including Federal Deposit Insurance 
Corporation, and the Federal Savings and Loan Insurance Corpora- 
tion. 

Questions for Study and Raviaw 

1. What contributions to banking progress were made by the Suffolk System? 

2. What contribution* to banking progmet were made by the Safety Fund 
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3. What contributions to banking progress were made by the Free Banking 
System? 

4. Why was the Independent Treasury System established? 

5. Discuss the reasons for the passage of the National Bank Act. 

6. What were the outstanding defects of the national b anki ng system? 

7. What attempts were made at currency reform in the period 1890-1910? 

8. On the basis of current figures, compare the national banking system with 
the state banking system. 

9 List the various institutions comprising the banking system as a whole. 

10. Name ten institutions through which the government participates directly 
in banking activities. 

Problems 

1. Assume that, in the days of George Smith, New York exchange in Chicago 
was at a premium of one per cent He was able to reimburse his New York 
account through the purchase of drafts drawn by New York m payment of agri- 
cultural purchases at a discount of, say, one per cent. Calculate gross income in 
per cent on an annual account turnover of twelve times. 

2. On the basis of the figures in the latest Federal Reserve Bulletin, determine 
the total government credit competing with bank credit in the following cate- 
gories: 

(a) Farm mortgage loans. 

(b) Home mortgage loans. 

(c) Reconstruction Finance loans and investments. 

3. Calculate the percentage of each item listed in Problem 2 to the total loans 
of member banks. 

4 What would the annual loss have been on $100,000 in circulating notes actu- 
ally loaned by the state banks on August 1, I860, if they had required a twenty 
per cent minimum balance and received G% per cent interest on loans? 
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CHAPTER 6 


Organizing a Bank 


Are new banks needed? From an all-time peak of 30,812 in 
1921, the total number of banks in the United States dropped in 
June, 1933, to 14,624. Nearly 4,000 banking institutions failed to 
reopen after the “holiday” of March, 1933. The era of unbridled 
increase of unit banks was ended by the wave of bank failures be- 
ginning in 1921. The number of banks — which for forty years 
had increased six times faster than population, until there was a 
bank for each 4,000 of population — decreased after 1921 at an un- 
precedented rate. Financial, business, and government attempts to 
stay the tide were of no avail; economic law was at work. Im- 
proved transportation, changed market centers, and the increased 
size of business enterprises doomed many of the traditional inde- 
pendent small local unit banks. The American system of banking 
is a free one only in a legal sense; it is not free from economic law. 

About half of the banks we had in 1920 have passed from the 
American scene; yet there remain in the United States more inde- 
pendently operated banks than there are in all other countries com- 
bined. Counting branches, there is a bank for each 8,000 of popu- 
lation. The record, past or present, lends no encouragement to 
the starting of a new bank. Nevertheless, hardy souls will make 
the attempt unless, and until, forbidden by law. He who would 
organize a bank might well adopt the philosophy of the following 
display head of a popular English advertisement; “Advice to Peo- 
ple About to Get Married— -Don’t.” 

Banks are business institutions. It should be clearly understood 
that a bank is, from the viewpoint of its stockholders, a business 
enterprise, and nothing more. Because of the social nature of 
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certain of its operations, such as note issue and deposit, banking 
has been subject to a very large degree of public regulation in this 
country. Yet, this should not obscure the fact that the bank is 
organized by its stockholders to earn them a profit. 

There hav e been so many bombastic speeches and articles on the 
service of bankers to humanity that it is not amiss to recall that 
burial in holy ground was denied their banking forebears as late as 
300 years ago. The banker, supposedly the most unsentimental 
of men, is at times prone to go completely sentimental when he 
discusses the banking business. Banks are service institutions, to 
be sure ; but, if properly managed, the business pays them splendid 
and sometimes extraordinary profits for their services. 

The idea that banking is far removed from all considerations of 
private gain is indirectly fostered by the banking laws, which seek 
to limi t profit to the entrepreneur for organizing a bank. Under 
the laws, no bonus stock may be given, and promotion fees are 
definitely prohibited. Consequently it is necessary for the one 
who starts a bank (promoter) to derive his compensation by in- 
direct means. Thus the promoter and his backers arc usually re- 
paid for their efforts by the difference between the subscription 
price and the market price of the stock shortly after it is issued. 
Heretofore, there has often been a wide spread between the two, be- 
cause of the profit possibilities attaching to a bank charter. Batik 
stocks generally sell considerably above their book value. At the 
1929 peak, the market prices of New York City bank stocks aver- 
aged 4.10 times book value for twenty-three leading banks. While 
their prices dropped in the succeeding depression along with other 
stocks, even at the depression levels of 1933 the stocks of eighteen 
of the larger New York banks commanded a price of 1.19 times book 
value. Although few new banks were started in the great boom 
that ended in 1929, the owners of many of the existing ones cashed 
in on the speculative fever by stock split-ups (permitted by the 
McFadden-Pepper Act of 1927) and stock increases. The capital 
raised by the sale of new stock at inflated prices was used to open 
branches, organize affiliates, purchase competing institutions, and 
expand in other ways. 

Motives for organizing a new bank. While many banks have 
been started for stock-jobbing profits, there are several other ways 
whereby the organizers of a bank may profit from its organization, 
regard leas of its future success or failure as an operating unit. For 
instance, it is possible, under the law, to charge heavy legal fees to 
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a bank for the “onerous” job of drawing up the necessary papers of 
incorporation. More questionable, frozen loans, mortgages, or se- 
curities may be shifted to the new bank. A larger line of credit 
than could be obtained at existing institutions may also be the 
chief incentive of the organizers. As a matter of fact, this desire 
for a larger line of credit for the promoters has undoubtedly been 
responsible for the organization of more banks, numerically speak- 
ing, than has any other factor. Obviously, these observations 
apply only to the medium-sized and smaller banks. The large 
capital requirements of the larger banks necessitate sounder reasons 
for their organization. 

The human element, which looms large in all banking business, 
is also the cause of the organization of many new banks. A bank 
vice-president, with even a light attack of ambition, is very likely to 
walk across the street and open a new bank so that he may be 
president immediately without having to wait for death to clear the 
way in the old bank. The inherent “respectability” of banking 
causes many a bank to be started solely to provide berths for 
wealthy individuals who would like to play “banker.” Dissension 
among bank stockholders or directors sometimes results in the for- 
mation of a rival institution, usually called a “spite bank.” 

Naturally, if there is not an economic need for a bank, it will tend 
to disappear sooner or later, no matter what may be the underlying 
motive for its organization. Sound economic motives should be 
the real basis for the organization of a new bank. For instance, 
the inadequacy of existing banking facilities in a community fur- 
nishes a sound and proper economic basis for the launching of a 
new bank. 

“Shoe-string” banks. Many banks have been started for far 
more sinister reasons than the foregoing ones. Bank charters have 
ever proved an irresistible attraction to clever, unscrupulous men. 
This open door to financial power through use of the funds of others 
has been widely utilized. Naturally, the banking supervisory au- 
thorities have stopped most such schemes “a-borning”; yet far too 
many persons have succeeded in opening banks which have been 
frauds from the start. 

Some of the shoe-string banks, so common from 1826 to 1850, 
and in some states more recently under state deposit guaranty, 
were of this breed. The method employed in their organization is 
interesting, as practically no capital was used in starting them. 
The promoter simply borrowed the “capital” of the new bank 
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through, the pledge of its stock as collateral for a loan. Thus, Bank 
A, which might or might not be owned by the promoter, would ad- 
vance enough to start Bank B, the stock of which would be pledged 
to secure the loan as soon as issued. Bank B, in turn, would ad- 
vance enough to start Bank C, on the same basis j and so on, from 
bank to bank. Thus, men without the proverbial shoe string are 
able to start as many banks as they feel necessary for their purposes. 
Sometimes as many as fifty banks may be organized by these meth- 
ods, with the first bank alone having any substantial capital. For 
instance, at their failure in 1926, the Bankers Trust Company of 
Atlanta (a holding company and not a trust company) and the 
Bankers Finance Company of Jacksonville acted as fiscal agents 
for a chain of some 120 Georgia banks and 60 Florida banks. If the 
Superintendent of Banking in one state interferes, the next bank 
is started across the line, in another state. Because of lack of 
cooperation between the banking authorities of the different states, 
shoe-string banks usually have been state-chartered institutions. 

The “shoe-string” idea is not necessarily limited to the organiza- 
tion of additional banks. The failure of the Bank of United States 
in December, 1930 disclosed the organization of affiliates of all 
kinds — real estate, insurance, hotel operating, and other business 
enterprises — as well as the establishment of branches. 1 I n passing, 

*The New York Times, February 2, 1931, Unit'd Ioann of $24*720,381*000 to the fol- 
lowing sixty affiliates and Hutaidiaiios, moat of which were holding companies: 

Bankus Corporation, City Safe Deposit Company, Colonial Safe Deposit Com- 
pany, Municipal Sufe Deposit Company, Municipal Financial Corporation, Delaware 
Bankus Corporation, Antur Holding Corporation, Chesterfonl Realty Corporation, 
Landborry Holding Corporation, Minerva Development Corporation, 101 Wall 
Street Corporation, Vanfred Realty Corporation, Warwick Development Corpora- 
tion, Weatford Development Corporation, Rurik Holding Corporation, Storm De- 
velopment Corporation, City Financial Corporation^ Bevorwyck Holding Corpora- 
tion, Clarence Holding Corporation, Jourdan Holding Coloration, Manhattan 
Square Hereford, Inc., Ranelagh Holding Corporation, Townmte Holding Corpora- 
tion, Tmdaine Development Corporation, York Investing Corporation, Broadway 
Continental Corporation, Active Property Corporation, Barbee Realty Corporation, 
Chaumont Development Coiporation, Claremont Development Corporation, Duron 
Holding Corporation, Crenelle Holding Corporation, Mnubert Holding Corporation, 
Measmc Holding Corporation, Moncrau Holding Corporation, Relltt Development 
Corporation, Hulplco Holding Corporation, Treraont Development Corporation, 
Tounnont Realty Corporation, Vcndome Holding Corporation, VillettP Holding 
Corporation* Vincennes Holding Corporation, Wiigrnm Holding Corporation, Avran 
Holding Corporation, Consolidated Indemnity and Insurance Company, Bolivar De- 
velopment Corporation, Premier Development Corporation, Merit Mortgage Cor- 
poration, Abound Realty Corporation, San Remo Towera, Inc., 70 Wall Btreet Cor- 
poration* Sun Holding Corporation, Amat Leaning Corporation, Ilex Loating 
Corporation, Stmjepit Holding CorjKJ ration, Charonne Development Corporation, 
City Find Mortgage and Title Corporation* Lamm eh Holding Corporation, South- 
ford Holding exoneration, Lenoir Holding Corporation. 



ORGANIZING A BANK 


113 


it might be well to point out that this bank, which was the largest 
that ever failed, was at first denied the right to use the name on 
grounds of public policy. Permission, however, was later granted. 
It is significant to note that the Superintendent of Banks of the 
State of New York, who granted the permission, shortly thereafter 
became a high executive officer of the Bank of United States — a 
private institution. 

The holding company device, which, as will be seen in a later 
chapter, may be used to strengthen a group of unit banks, has also 
been used to permit promoters to control a large number of banks 
with little capital. Thus, the Detroit Bankers Company, another 
ill-fated banking group, obtained control of 250 banking offices with 
the accounts of 900,000 Detroiters, and resources of more thar 
$800,000,000. The Detroit Bankers Company was a holding com- 
pany capitalized at $50,000,000, divided into 2,500,000 shares of 
common stock. In addition, there were 12 “trustee” shares at $10 
each. These trustee shares, taken by the twelve organizers, had 
exclusive voting rights in the election of directors for a period of 
five years. The common stock was exchanged for the shares of 
the banks which were taken over. The investment of $1,200 in the 
trustee shares thus gave control of the holding company. Ex- 
change of shares and borrowing from controlled banks permitted the 
extension of this control over subsidiary banks. Twelve hundred 
dollars controlling eight hundred million in resources is the 
“fartherest north” of the shoe-string idea with which this writer is 
familiar in banking. 

Prerequisites for a successful bank. Before a new bank is 
started, there should be not only a clear-cut economic need, but 
also the reasonable certainty that adequate capital and banking 
ability can be assembled. As capital requirements, both state and 
national, are quite low, it is ordinarily not difficult to raise 
enough capital to comply with the law. But this amount of capital 
is only a minimum requirement set from the standpoint of safety. 
Nowadays the amount is far too small to cover capital requirements 
from the standpoint of competition, earnings, or even safety. Some 
states have a minimum requirement of $10,000, which may be just 
about adequate for a good-sized delicatessen but, obviously, is too 
small for any kind of banking institution, no matter how small or 
poor the community. A sound bank just cannot be run on small 
change* 

Although reduced several times in an effort to meet state bank 
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competition, the capital requirements for national banks are much 
higher. They have, fortunately, been raised in recent years. A 
minimum capital of $50,000 is permitted in places of 6,000 popula- 
tion or less; a minimum capital of $100,000, for any place with a 
population greater than 6,000 and not exceeding 50,000; a mini- 
mum capital of $200,000, for all larger places, except that in the 
outlying districts of such cities a minimum capital of $100,000 may 
be permitted if state laws permit the organization of state banks 
with a capital of $100,000 or less. The capital of state-chartered 
banks seeking admission to the Federal Reserve System must 
equal that required of national banks located in places of like size. 

Prior to the Banking Act of June 16, 1933, a minimum capital of 
$25,000 was permitted in places of 3,000 population or less, but 
experience demonstrated that this minimum was far too low. Bank 
failures have been much more prevalent in the lower capital brack- 
ets. After all, it seems axiomatic that those who would engage in 
the business of handling the funds of others should come recom- 
mended by funds (capital) of their own. 

It is far more difficult to get the requisite banking ability. First, 
there are not enough good bankers to run the 14,000 banks now in 
existence, without adding the burden of even one more bank. Sec- 
ond, the comparative rarity of good bankers means that the in- 
centive of a high salary must often be held out, with the result that 
the small bank cannot afford to pay the salary necessary to secure 
good management. Even if operated at the peak of efficiency, the 
entire earnings of a $50,000 bank would not be large enough to 
interest a really first-class banker. 

Bank Management, a book published by the American Institute 
of Banking and sponsored by the American Bankers Association, is 
authority for the following: 

Commercial banking, therefore, requires a fundamental knowledge of every 
process of commerce itself, from agriculture and other production to final con- 
sumption or other use. 

Obviously, thousands of bank officers could not qualify under 
this definition. This opinion is frankly admitted in another quota- 
tion, attributed to George E. Allen, from the same book: 

A successful Imnker is composed of about one-fifth accountant, two-fifths 
lawyer, three-fifths political economist, and four-fifths gentleman and scholar — 
total ten-fifth*— double size. Any smaller person may be a pawnbroker or a 
promoter, but not a banker. 
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Locating the bank. Even if sufficient capital is in sight, and 
competent management is available or can be developed, there 
remains the troublesome problem of locating the bank. Selection 
of a good location is as difficult and important for a bank as for any 
other type of business enterprise. The banker needs a location 
which offers not only convenient availability, but also the prestige 
of address and a high degree of physical safety. Naturally, all 
these qualities m a site may be secured if the banker has no regard 
for rental cost. Moreover, this has been the trouble in the past; 
banks have paid entirely too much rent either directly, for leased 
quarters, or indirectly, by investing too much in an owned building. 
In the future, banks will have to secure more for the rental dollar, 
however spent, in order to receive the approval of the bank su- 
pervisory authorities. 

Location of retailing institutions has become almost an exact 
science, yet bank location has been given little attention by either 
bankers or real estate dealers. Banks have too often been es- 
tablished in a more or less haphazard fashion — if the choice of lo- 
cation was poor, the bank either failed or moved. Particularly has 
this been true of branches. Some banks allow three years — others, 
five years — for a branch to make its proper contribution to profits 
before unprofitable branches are discontinued. 

In addition to considerations of safety, convenience, and prestige, 
the banker should, if possible, secure a location which will offer 
diversified business from the standpoint of the industries served, 
size of accounts, and psychology of the depositors. Single-industry 
.communities, or communities with a highly volatile population, 
should be avoided, unless the banker is willing to maintain a much 
higher degree of liquidity than is necessary in a more normal lo- 
cality. 

Restrictions on the amount of investment in bank premises are 
embodied in one Of the provisions of the Banking Act of 1933. It 
provided that thereafter no national bank without the approval of 
the Comptroller of the Currency, and no state member bank with- 
out the approval of the Federal Reserve Board, might invest 
directly or indirectly in bank premises any amount in excess of its 
capital stock. Think of it! Legislation was found necessary to 
prevent investment in banking quarters in excess of paid-in capital 
stock. This maximum is entirely too high. An investment, in 
buildings and facilities, of more than 25 per cent of contributed 
capital is usually unwise. In some cases there may be justification 
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for a larger investment, but the bank should be prepared to defend 
such a policy. In making such an investment, the bank places 
itself on the defensive so far as the public and the supervisory 
authorities are concerned. 

What kind of bank — s*ate or national charter? A new bank 
may seek either a state or a national charter. Since the passage of 
the McFadden-Pepper Act m 1927 and the Banking Act of 1933, 
there is less difference between the two systems than formerly, par- 
ticularly in the East, where state inspection standards are generally 
high The McFadden-Pepper Act removed many of the restric- 
tions to which national banks were subject as compared with state 
banks The aim of the Act was to place the national system on an 
equal, competitive basis with the state systems. As a practical 
matter, this has been accomplished, although legally there are still 
wide differences between the two systems. 

The national minimum capital requirements, for instance, are 
higher than those of most states. National banks are involuntary 
members of the Federal Reserve System, whereas state banks still 
have the option of refusing membership. Increasingly, however, 
these differences are proving more theoretical than actual ; national 
banks may do practically anything that either a state bank or a 
trust company is permitted to do. 

Before the passage of the Banking Act of 1933, public opinion 
generally favored banks with national charters because of the 
higher capital and Federal Reserve membership requirements. 
Yet, paradoxically, because of these same requirements, most banks 
sought state charters. 

The trust company form of organization has been especially 
favored of late, particularly in the larger cities. Vigorous advertis- 
ing and general publicity in connection with their search for trust 
funds to administer have created a wide public acceptances of them 
for ordinary banking purposes. It is now apparent that not all 
trust companies have lived up to this conception of high trust 
which they inculcated in the mind of the public; yet, as a class, they 
enjoy unusual confidence and popularity among depositors. 

Actual steps in organizing a bank. Free incorporation of banks 
is now permitted; but this term is a misnomer, since the approval of 
the regulatory authorities must be secured at various stages of the 
organization. The word “free” means that it is no longer neces- 
sary to obtain a special charter for each bank from the legislature. 
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Nowadays, anyone may engage in the banking business provided 
that he complies with the law and secures the approval of the su- 
pervisory authorities. Obtaining this approval is the only serious 
hurdle to overcome Bank incorporation is, otherwise, fairly easy, 
although it is a long-drawn-out process. 

The several steps necessary in organizing a national bank, which 
are also typical of the procedure in starting a state bank, will now 
be explained in detail. 

1. A formal application for reservation of title and authority to 
organize must be filed with the Comptroller of the Currency. A 
standard form, for this purpose, is furnished, upon request, by the 
Comptroller. This form contains many questions covering the 
sponsors, plans, and prospects of success of the new bank. The ap- 
plication must include such details as the population, existing 
banking facilities, and economic conditions of the community which 
the new bank proposes to serve. Great care should be exercised to 
give all the information requested on the application form ; other* 
wise, the permission of the Comptroller to proceed with the or* 
ganization of the bank will be refused on the ground of insufficient 
information. Such refusal is very undesirable, as it may prejudice 
future consideration of the application. 

In particular, the Comptroller will refuse to approve an applica- 
tion unless the preliminary information furnished in this applica- 
tion indicates that the bank has a reasonable prospect of success and 
is the result of a strong local demand for banking facilities which is 
not being adequately met by exist ing institutions. Every effort is 
made to rule out the professional promoter, as indicated by the fol- 
lowing quotation from Instructions of the Comptroller of the Cur- 
rency Relative to the Organization and Powers of National Banks: 2 

The Comptroller of the Currency will refuse to approve any application for 
the organization of a national bank that contemplates or provides for any pro- 
motion fee, or that proposes to set apart or apply any part of the moneys col- 
lected from subscribers for the payment of promoters’ fees, for the sale of stock, 
or for service in starting and oponing any such bank, whether provided for by 
contract with proposed bank or by contract with the subscribers to the stock 
of the proposed bank. 

During the entire period of organization, the stationery must in- 
dicate clearly that the bank is “organizing,” or must bear the 

•This book may be secured, for a nominal sum, from the Government Printing 
Office at Washington. 
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heading “Organizing Committee.’' This requirement puts the 
public on notice that the bank is not yet in existence in all dealings 
with the organizers. 

2. A check to cover the cost of investigation of the proposed 
venture by a bank examiner must accompany the original applica- 
tion. The charge fixed by the Comptroller for this investigation is 
usually $100. A national examiner in the district of the proposed 
bank is detailed to conduct a thorough investigation of the whole 
matter. This examiner is specifically instructed to consider all the 
factors bearing on the proposal, including, in particular, the follow- 
ing: 3 

First, the general character and experience of the organizers and of the pro- 
posed officers of the new bank; second, the adequacy of existing banking facili- 
ties and the need of further banking capital; third, the outlook for the growth 
and development of the town or city m which the bank is to bo located; fourth, 
the methods and banking practices of the existing bank or banks, the interest 
rates which they charge to customers, and the character of the service which as 
quasi-public institutions they are rendering to their community; fifth, the rea- 
sonable prospects for success of the new bank if efficiently managed. 

In addition, if a protest is filed, the examiner personally inter- 
views those persons for and against the proposed new bank. The 
Comptroller also consults and obtains a report from the Federal 
Reserve bank of the district, from the State Banking Department, 
and from any other sources he may deem advisable 

3. If, after receiving these various reports, the Comptroller ap- 
proves the organization of the bank, he forwards the necessary 
blanks and instructions for the completion of the organization. 
Also, he reserves the name for a period of sixty days if the name 
does not conflict with that of any other bank in the community. 

The Comptroller’s approval authorizes the organizers to accept 
subscriptions to the stock of the bank. These subscriptions are re- 
quired by law to be in cash, and at least 50 per cent must bo paid 
in immediately. The remaining 50 per cent must be paid in five 
equal monthly installments, or sooner if so authorized by the di- 
rectors. Sale of the stock at a premium of not less than 20 per cent 
is required by law so that an immediate surplus may be created. 
Such a surplus permits the absorption of the costs of organization 
and operating losses of the first year or two, without impairment of 
capital. Then, too, the law provides that banks must carry 10 per 
cent of current net profits to surplus, until surplus equals the capital 

* Instructions of the Comptroller of the Currency Relative to Me Organisation 
and Powers of National Banks. 
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stock A paid-in surplus of 100 per cent of capital makes the fore- 
going provision inoperative. 

4. As soon as the stock is subscribed, the Articles of Association 
are executed, signed by at least five natural persons; and one copy 
is filed in the office of the Comptroller of the Currency. The Ar- 
ticles of Association correspond to the certificate of incorporation in 
a business corporation, and serve the same purpose. At the same 
time, or later, the signers of the Articles of Association must simi- 
larly execute and file the Organization Certificate. The principal 
object of this certificate is officially to record the name, financial net 
worth, and residence of each shareholder in the new bank. 

5. The directors are now elected. (There must be not less than 
five and more than twenty-five.) They immediately take the oath 
of director, either singly or jointly, and it is filed with the Comp- 
troller. Officers are then elected by the directors. A president, 
vice-president, and cashier, at least, must be elected, although ad- 
ditional officers are often chosen at the same time. The official 
signatures of the officers are then filed in Washington. 

6. Other certificates — including Certificate of Payment of Capi- 
tal Stock and Compliance with Legal Requirements, Certificate of 
Payment of Capital Stock Installments, Oaths of Directors, Appli- 
cation for Stock in the Federal Reserve Bank, Certificate of Federal 
Reserve Agent, Certificate of Directors Specifying the Amount of 
Capital — are then filed variously with the Comptroller, the local 
Federal Reserve bank, or the Board of Governors of the Federal Re- 
serve System. After all of these certificates have been filed and 
after the subscription to the Federal Reserve bank stock has been 
paid in, the Comptroller, if nothing has occurred to change his mind 
in the interim, will issue a “Certificate of Authority to Commence 
Business.” 

At this long last, but not before, the bank is finally a body cor- 
porate and may commence business. Yet, there remains still one 
more piece of red tape. The Certificate of Authority must be 
published in a local paper for sixty days, although the bank is per- 
mitted to operate in the meantime. It should be pointed out that 
this last certificate is generally referred to as the “Charter” of the 
bank. Such by-laws as are necessary to regulate the internal 
management of the bank are also usually passed by the directors 
before operations begin. 

Reasons for elaborate procedure of organization. The forego- 
ing procedure has been designed to safeguard the public interest by 
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stopping undesirable banking ventures at the very outset — even 
before the capital is raised While every effort has been made in 
the banking law to encourage, through facilitating the organization 
of small unit banks, the creation of adequate banking facilities for 
even the smallest communities, there has been, particularly in 
recent years, no disposition on the part of the supervisory authori- 
ties to encourage the multiplication of banking facilities in com- 
munities already well served. As a matter of fact, the opposite 
has been true. 

Since the banking law specifies this long procedure, which must 
be strictly followed in the organization of a new bank, it is easy, 
unless too much political pressure is brought into play, for the 
Comptroller and the various State Superintendents of Banking to 
regulate the rate of formation of new banks in accordance with the 
public interest. Federal deposit insurance has made such regula- 
tion more necessary than ever. 

Changing from a state to a national charter and vice versa. 
Existing state banks or trust companies may enter the national 
system by three different methods. 

If the state institution is not in good condition, the reorganization 
method will be used. In such a case, a national bank is organized 
exactly as described in the preceding paragraphs. The new na- 
tional bank then purchases for cash the assets of the state institu- 
tion. The character, quality, and composition of the assets pur- 
chased must comply with all provisions of the National Bank Act 
and the Federal Reserve Act. 

On the other hand, strong state institutions will use the method 
of conversion, as it is much more simple and direct. In conversion, 
the state institution is not liquidated; it continues as a going insti- 
tution with merely a change in title. However, its capital, banking 
practices, and policies must immediately be made to conform to the 
national and Federal Reserve requirements. Under this method, 
the national bank is liable for all contracts of the former state in- 
stitution; whereas under reorganization, such liability is not as- 
sumed. Because of this, the Comptroller arranges for an examina- 
tion of the converting bank before he gives his approval or refusal. 

Conversion into a national bank is permitted by the national 
authorities only when the state law does not forbid such conversion. 
If the state law does forbid such procedure, then the reorganization 
method must be used. The consent of 51 per oent of the stock is 
sufficient to authorize conversion. 

Under a third method, a state bank may consolidate directly into 
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an existing national bank, without first going through either reor- 
ganization or conversion. 

Disregarding for the moment the complications ensuing from 
relations with the Federal Deposit Insurance Corporation, it is even 
less difficult to switch from a national to a state charter. As state 
laws vary, the exact procedure cannot be given; yet, it is compara- 
tively easy, as banks have found no difficulty in shifting from one 
system to the other as the occasion demanded. Favorable banking 
legislation by either the states or the Federal government in the 
past was invariably followed by a shift of banking resources from 
one system to the other. This was a great weakness of our dual 
system. The practice resulted in an unseemly competition be- 
tween the state and national systems for banking resources, through 
the liberalization of banking laws. Much of this liberalization, 
dictated by competitive consideration, has been unsound and has 
done the banks themselves untold harm. 

The McFadden-Pepper Act is an example of such legislation. 
While it has undoubtedly improved banking practice a great deal, 
the Act contains many provisions — such as the one permitting the 
reduction of the par value of bank stock to below $100 — which are 
of doubtful, if not negative, value. This is not surprising when it 
is considered that the Act was passed primarily to strengthen the 
Federal Reserve System, which had been losing compulsory mem- 
bership on a large scale through the conversion of national banks 
into state-chartered institutions. 

The Banking Acts of 1933 and 1935 attempted to attain the same 
ends as the McFadden-Pepper Act sought, but by a different 
method. Instead of endeavoring to equalize competition by lib- 
eralizing the national law, they imposed similar restriction on the 
state member banks (as mentioned earlier in this chapter). If 
these laws remain in their present form, they will exert a powerful 
influence toward unifying the commercial banking system by bring- 
ing most institutions into the Federal Reserve System. The Fed- 
eral Deposit Insurance Corporation already has eliminated many 
differences between state and national banks. 

Closing a bank. Up to 1933 most bank closings were involun- 
tary. Either upon the request of the bank or upon the initiative 
of the supervisory authorities, the front door was locked, and a sign 
reading “This bank is closed by order of the Comptroller (or Super- 
intendent of Banking)" was placed on it. After the general bank 
suspension of 1933, liquidation of the bank or reopening on a new 
basis was the problem of the banking authorities. 
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Voluntary liquidation of a bank by its owners has proved diffi- 
cult. It is usually difficult to get depositors to withdraw their de- 
posits. In fact, the more the directors of a solvent bank insist that 
they want to close, the more difficult it is for them to do so Bank- 
ers have gone so far as to offer depositors premiums to withdraw 
their accounts. Closing a bank is a long-drawn-out process, and 
often proves quite costly to the stockholders. 

Now that banking is not so profitable as it was, and since bankers 
are often willing to close voluntarily, legislation to facilitate liqui- 
dation would be desirable. 

Questions for Study and Review 

1. Why are banks organized? 

2. List the prerequisites for a successful bank. 

3. Is it possible to secure good management for every bank? 

4. What does a bank need in a location in addition to convenient availability? 

5. Give three reasons for selecting a state charter. 

6. Give three reasons for selecting a national charter. 

7. List the actual steps necessary in organizing a bank. 

8. At what price should bank stock be sold, and why? 

9. Differentiate between the Articles of Association and the Organization 
Certificate. 

10. In what ways may a state bank convert into the national system? Indi- 
cate the circumstances under which each method would be used. 

Problem 

Fill in the following form by inserting the necessary detail in connection with 
starting a new national bank, of minimum size, in any actual city of more than 
50,000 population: 

APPLICATION TO ORGANIZE A NATIONAL BANK 

,19 . 

To the Comptroller of the Currency, 

Washington. 

Sir: We, the undersigned, prospective shareholders, being natural persons and 
of lawful age, intend, with othere, to organize a national banking association, 

under the title of "The to be located at , county of , 

State of . . with capital of $ and surplus of $ . , to succeed 

the Bank of Population 

We request that the title be reserved and that the necessary instructions be 
sent to . . . , who is an actual resident of the place where the proposed 

bank is to lie located. 

It is proposed to purchase or build a banking house, the amount to be invested 
(including cost of fixtures) being $ 

It is proposed to lease or rent a banking bouse, the amount of annual rental 
to be $ — 
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We hereby further certify that no fee or commission has been paid or has 
oeen contracted to be paid, directly or indirectly, by the bank or by anyone m 
its behalf, to any person, association, or corporation for securing subscriptions for 
or selling stock m said proposed bank. 


Signatures 

of 

Applicants 

Residences 

Businesses 

Financial 
Strength, in 
Figures 

Shares to be 
subscribed 
for 

. 

• 

• 






. . . . 





READ THESE INSTRUCTIONS CAREFULLY 

The name of the place should form a part of the title, thus, "The First Na- 
tional Bank of A , . but the name of the State should not be included. 

The application must be signed by at least five prospective shareholders, 
preferably the proposed officers or directors 

The correspondent should be a resident of the place where the bank is to be 
located, a prospective shareholder, and if possible an officer or director of the 
proposed bank. 

It is not necessary for the applicants to subscribe for the entire issue of stock. 
Only the actual number of shares to be held by each should be stated, and each 
applicant should be worth financially twice the value of the stock for which he 
sulwcribcH. 

The following shows the National, State, or private banking institutions with 
which the applicants are, or have been, connected either as officers or directors: 


Applicant 

Institution 

Position 

Period 






















(Date) 


(Signed) 


^Correspondent. 


* N.B.- -The correspondent m requested to furnish, as early as possible, a list of the 
prospective officers and directors of the proposed organization, and a statement show- 
ing their previous oonnection, if any, with other banking institutions. 
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CHAPTER 7 


Internal Organization 


Bank control and management. Income, control, and risk in 
commercial banking are apportioned through the use of the cor- 
porate form of business. All national and state banks are corpora- 
tions, as are trust companies and most of the other types of bank- 
ing institutions. With certain exceptions, hereafter noted, the 
ordinary rules of corporation law and finance apply to them. As 
their business is of a quasi-public nature, the public interest in them 
is much greater than in a business corporation. Through statu- 
tory provision for examinations, reports, liability of directors, and 
general supervision, every effort is made to safeguard this interest. 

In addition to the general public, the stockholders, officers, and 
employees all have a definite interest in the banking enterprise. 
They are, in a sense, partners in the venture; its operation, whether 
a success or a failure, affects all of them in varying degrees. 
Knowledge of the contribution made and the part played by each 
of these parties at interest will aid a great deal in understanding 
banking theory and practice. 

Stockholders. The right to own stock, even in a national bank, 
is governed by the laws of the state in which the institution is lo- 
cated. Any individual, partnership, or corporation, which may 
hold other property, is permitted to own stock. 

Contrary to general public impression, practically all bank stock 
is held by individuals. An analysis of the distribution of owner- 
ship of Chicago banks showed 83.2 per oent held by individuals; 
11.4 per oent held by trustees, executors, and administrators; 2.8 
per oent owned by investment trusts; 1.0 per cent held by insurance 
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companies; 0.1 per cent owned by other banks; and 1.5 per cent 
listed in the name of all other stockholders. 

The same study disclosed that nearly 95 per cent of the stock of 
the Chicago banks was locally owned. This tendency was noted 
especially in the smaller and medium-size banks; the stock of the 
larger banks had slightly wider geographic distribution. 

The analysis also clearly indicated, with the exception of a few 
small banks closely owned, that there was but little concentration 
of bank ownership either in the hands of particular individuals or 
in the board of directors. Less than 5 per cent of the Chicago 
banks had more than 30 per cent of their stock held by one indi- 
vidual. Directors of the national banks surveyed owned less than 
18 per cent of the total stock issued by their institutions. Also, the 
larger banks had a smaller percentage of their stock closely held 
than did the medium-size and smaller institutions. As a whole, 
the stock of the 217 banks included in the survey was widely dis- 
tributed within the geographic limits of Greater Chicago. Thus, 
the “money power” in Chicago was at least publicly owned. 

This study of the Chicago banks is cited because the facts dis- 
closed are typical of the other large cities of the country. The 
McFadden-Pepper Act of 1927 permits national banks to issue 
stock with a par value less than $100 per share. This privilege has 
been widely used by banks to lower the market value of their shares 
and to secure a wider public distribution of their ownership. 
Many banks have more than 50,000 shareholders, while a few, par- 
ticularly in New York City, have more than 100,000 listed as owners 
of stock. 

Paradoxically, this widespread holding may both strengthen and 
weaken the banking institution. Stock may be scattered so widely 
that stockholders will not be interested or competent to exercise 
proper control over their bank; or it may be held in weak hands, 
and, at the first strain on the banks or business structure of the 
country, dumped on the market with disquieting results. Also, 
widespread stock ownership facilitates management by a small 
group having little financial interest in the institution. 

Duties of stockholders. Stockholders in banks have certain 
duties and social responsibilities which they should not evade. 
The indifference of stockholders has been a contributory factor in 
nearly all bank failures. Heretofore, they have had entirely too 
little to do with the bank and its problems. This has probably 
been true Iwcause they have but little to do with the internal de- 
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tails of bank operation. In the final analysis, however, it is their 
bank They are responsible if it fails, they profit to the extent 
that it succeeds. Since they elect the directors, they cannot escape 
ultimate responsibility for its general operating policy. 

The law requires the stockholders to vote on such questions as 
changes in capital, name, or location. Their duties may be sum' 
marized as follows: (1) to contribute the original capital and to pay 
assessments; (2) to control the institution directly through voting 
on certain questions; (3) to control the institution indirectly, in 
respect of all other matters, through the election of directors. 

The Banking Act of 1933 requires, for the first time, cumulative 
voting of national bank shares. This, in theory at least, will safe- 
guard stockholders’ control of the institution by giving the minority 
representation on the board of directors. 

Rights of stockholders. Bank stockholders have all the rights 
of stockholders m business corporations, such as: (1) the right to 
inspect corporate books; (2) the right to change the capitalization 
by assessment, increase, reduction, split-up in par value, or stock 
dividend; (3) the right to vote by proxy; (4) the right to hold 
directors personally liable for malfeasance; and (5) the right to 
purchase new stock before it is offered to outsiders (pre-emptive 
rights). 

Liability on bank stock. National bank stock issued before 
June 16, 1933, differs from ordinary stock in one respect — it carries 
double liability, unless terminated as described hereafter, and the 
holder of such stock is liable to an assessment (“for all contracts, 
debts, and engagements”) equal to the par value of the stock held. 
This amount is in addition to the contribution represented by the 
original payment for the stock. National bank stock issued since 
June 16, 1933, does not carry double liability, and the Banking Act 
of 1936 provided that such liability on stock issued before that date 
might be terminated by the issuing bank as of July 1, 1937, or any 
date thereafter, upon six months’ notice. 

Before 1930, the Comptroller of the Currency drastically en- 
forced the double liability feature of the National Bank Act. 
More than 60 per cent of die total of all assessments was collected 
by him. When the large number of past national bank failures is 
taken into consideration, it is apparent that stock of banks which 
have not terminated the double liability presents a serious financial 
risk. Every prospective purchaser of such bank stock should fully 
appreciate the possibility of an assessment and should not assume 
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the risk lightly, as the liability is more than theoretical. Double 
liability is still a statutory requirement in many states, but it ap- 
plies only to state-chartered institutions. 

Directors: qualifications. The authority of the stockholders is 
delegated and expressed through the directors. Because of the 
social responsibility involved in banking, directorship is a public 
trust as well as a position of business authority. This responsibil- 
ity, legal as well as moral, is fully recognized by the public. Many 
directors, however, have failed, through negligence or lack of abil- 
ity, to exercise the full prerogatives of their office, with the result 
that they have had to face heavy personal liability through suits of 
stockholders or depositors. The man who becomes a bank director 
commits himself to an important part in the management of the 
bank. All things considered, a man should think several times 
before accepting the honorable but hazardous commitment of bank 
director. 

In an effort to assure responsible local control of banks, legal 
qualifications have been established for directors. Directors must 
in every case be citizens of the United States. In state banks, gen- 
erally, a proportion of the directors, set by statute, must be resi- 
dents of the state in which the institution is located. In national 
banks, at least three-fourths of the directors must be residents of 
the state in which the bank is located, or must reside within fifty 
miles of its head office. In addition, they must have so resided for 
at least one year preceding their election. These residence provi- 
sions are aimed at absentee ownership and control; in theory, at 
least, they prevent “foreign” control of local banking resources. 

Every national bank director must own qualifying shares to the 
aggregate par value of at least $1,000, except that in national banks 
of $26,000 capital this minimum requirement is reduced to $500. 
Each newly elected director must take oath, in the following form, 
that these legal qualifications have been met: 


State of 
County of 


I, the undersigned, director of The located at being a citi- 
zen of the United States, and resident of the state of , do solemnly swear 

(affirm) that I will, so far as the duty devolves on me, diligently and honestly 
administer the affairs of said association; and that 1 will not knowingly violate, 
or willingly permit to be violated, any of the provisions of the statutes of the 
United States under which this association has oeen organised; and that I am 
the owner in good faith and in my own right, of the number of shares of stock 
required by said statutes, subscribed by me or standing in my name on the books 



INTERNAL ORGANIZATION 129 

of the said association; and that the same is not hypothecated or in any way 
pledged as security for any loan or debt. 

Subscribed and sworn (affirmed) to before the undersigned this day 

of ,19 . 

Notary Public 

(Official seal of Officer) 

Directors must also have certain intellectual, economic, and social 
qualifications. These may be best understood by a consideration 
of the duties of bank directors, given in the next section. 

Directors: duties. As a practical matter, the first function of 
directors is to bring business to the bank and to keep it there after 
it arrives. Because of this, the number of directors usually far 
exceeds the legal minimum of five. In the merger days of 1928- 
1929, directorates of fifty or more were quite common, while a few 
banks had close to one hundred on the “board.” It was almost 
impossible for the members of such large boards to know one an- 
other personally. One wag claimed that a certain Wall Street 
bank solved this problem by numbering the directors and furnish- 
ing them with passes so that they could get into the board room. 

Such large boards gave rise to that unfortunate creature of mod- 
ern finance, the “dummy” director. Obviously, one hundred di- 
rectors could not participate in the control of the bank to the extent 
contemplated in the law; if they did, the board would have required 
several days for each meeting. 

The banks soon recognized that such large boards defeated their 
very purpose — that is, more business — and after 1929 strenuous 
efforts were made to reduce the boards to reasonable proportions. 
This movement, so far as the national banks were concerned, was 
greatly accelerated by a provision of the Banking Act of 1933 limit- 
ing directorates to twenty-five members. 

Another reason for reducing the number of directors in “hard” 
times is the honorarium paid for each meeting attended. Twenty 
dollars (in gold, in days of happy memory) for each director plus 
traveling expenses mikes a large board a real luxury, especially 
when weekly meetings are held. Such expense was not questioned 
when call money ruled from 6 per cent to 10 per oent; but it is 
another matter when banks must rely mostly on government bonds 
paying low interest or on short-term Treasury bills paying nominal 
interest for earnings. 

The second function of the directors is to direct and control the 



130 


INTERNAL ORGANIZATION 


bank. The duties involved in carrying out this function follow 

(1) Attendance at board meetings. Directors unable to attend 
regularly should withdraw in favor of those willing to do their share 
of the work. Although regular attendance is not necessarily a 
Strict legal requirement, directors have been held guilty of non- 
feasance in office in cases where they neglected to attend over a 
period of time. If directors fully appreciated the liabilities of their 
office, they would need no urging to attend all meetings — they 
would be there early to be certain that they did not miss anything. 

(2) Formulation and modification of policies. It is the duty of 
the directors to establish conservative and yet progressive policies. 
These policies should be modified in accordance with developments 
in banking and business. The directors then see to it that their 
policies are carried out by the officers. Suitable reports from the 
officers are used to keep the directors advised concerning the situa- 
tion of the bank. 

(3) Directors’ examinations of the bank. Directors are required 
to make periodic examinations of their bank. In a small bank this 
examination may be made by the entire board. Generally, how- 
ever, the job is delegated to a committee of the board known as the 
auditing committee. Sometimes independent accountants are en- 
gaged to make the examination. In any event, this examination 
is the responsibility of the directors; it is a duty that must be faith- 
fully observed if liability is to be avoided. The entire subject of 
directors’ examinations will be treated in detail in a subsequent 
chapter on bank audits and examinations. 

Directors: liability. While the duties of directors are not oner- 
ous, the personal liability which they incur is a very heavy one. 
Bank directorship is a serious commitment that no one should as- 
sume unless he is willing to pay strict attention to the job and its 
responsibilities. Directors must function in accordance with the 
statutes and legal precedents (court decisions), or personal liability 
will be incurred. Directors may be held criminally and financially 
liable for the omission or commission of any acts in which the bank 
is connected. The courts have uniformly insisted upon the high- 
est standards of accountability and liability; generally speaking, 
both the letter and the spirit of the law have been enforced. 

Specific criminal penalties have been written into the statutes 
covering the following acts: contributions to political parties, loans 
to bank examiners, wilful certification of check in excess of deposi- 
tor’s balance, fraud, false entry in the books, embezzlement, and 
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soliciting or receiving a commission or bonus for making a loan. 
Directors are also financially liable for any losses incurred through 
such acts. 

In addition, directors are liable to creditors (particularly de- 
positors) and stockholders for exceeding the statutory limits on 
loans, payment of dividends out of capital, failure to examine the 
bank as required by law, and mismanagement in general and par- 
ticular. Neither ignorance nor passive negligence will absolve the 
director from liability for failure in his duties. Failure to attend 
directors' meetings is no excuse for failure of duty; a director 
should function or resign. 

Furthermore, a long line of judicial decisions holds that directors 
must be diligent, reasonable, prudent, and possessed of business 
ability; they must administer the affairs of the bank fairly, intelli- 
gently, and legally, if liability is to be avoided. Under new legis- 
lation, if a director of a national bank does not measure up to these 
standards, he may bo summarily removed from his post by the 
Board of Governors of the Federal Reserve System upon recom- 
mendation by the Comptroller of the Currency. 

The directors, however, do not have to do the actual work of 
operating the bank. They select officers who, in turn, organize a 
staff of employees for the detail work of bookkeeping and credit 
extension. Directors usually insist that the officers and employees 
be bonded to protect the bank against losses from theft or fraud. 
So far as the directors themselves are concerned, such a bond is not 
necessary; if they exercise due care in selection, personal liability 
for the acts of employees will be avoided, as it has been held that 
directors are not insurers of the honesty or capacity of the staff 
they appoint. 

Interlocking directorates. Member bank directors should seek 
legal advice before accepting election to the board of another finan- 
cial institution, as the Clayton Anti-Trust Act of 1914, as amended, 
forbids, with certain exceptions, interlocking directorates among 
financial institutions. The Board of Governors of the Federal Re- 
serve System is empowered to grant permission, in its discretion, 
to directors to serve on not more than two boards if the institutions 
are not in substantial competition. Restrictions apply to officers 
and employees, as well as to directors. 

The Board of Governors was quite lenient in its interpretation of 
"substantial competition,” and in most cases granted its permission 
for directors to serve on more than one bank board. On February 
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1, 1940, the Board ruled that all permissions to serve on more than 
one bank board would expire June 1, 1940, and that no further per- 
mission would be granted. 

Most economists, especially since 1929, feel that banks should be 
permitted, even encouraged, to present a more united front in all 
credit matters; but politicians seem to feel quite differently on the 
point. They profess to be still worried about Wall Street and the 
“money trust ” 

There is more “interlocking” between the directorates of banks 
and industrial enterprises than among financial institutions. The 
Guaranty Trust Company of New York, for instance, advertised at 
one time that the thirty members of its board were affiliated with 
525 other companies in 79 different lines of business. If not 
abused, such close relations with industry strengthen a bank. Al- 
though there are inherent dangers in such tie-ups, especially if the 
directors are unscrupulous, such relationships have not yet been 
legally prohibited. The liabilities attaching to corporate directors 
under the Federal Securities Act of 1933 have tended to discourage 
interlocking directorates, in general. 

Officers. Officers are elected by the board of directors upon rec- 
ommendation of the president or other executive officer of the bank. 
Only the president, vice-president, and cashier are recognized in 
the National Bank Act. These officers are but the nucleus of the 
official family of a modern bank. In the larger banks, especially, 
there are, in addition, a chairman of the board, a comptroller, an 
auditor, a trust officer, and many vice-presidents, assistant vice- 
presidents, assistant trust officers, and assistant cashiers. Most of 
these officers are concerned with general administrative work. 
Some, however, such as the auditor, have direct charge of specific 
functions of the bank. 

Departmentization. The work of the bank naturally divides 
itself into financial administration and operation. In a large bank, 
department heads (who are not officers) have direct charge of the 
operating departments. Usually a particular officer is given gen- 
eral oversight of the department, but the actual operation of it is 
left to the department head. In some banks, especially the smaller 
ones, officers, in addition to their administrative duties, direct the 
operation of departments. 

The extent to which departmentization is feasible will, of course, 
depend upon the size of the bank. Proper departmentization func- 
tionalizes the work and expedites it through the consequent increase 
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in efficiency; on the other hand, too much departmentization in- 
creases the cost of supervision and makes the bank organization less 
flexible in meeting peak loads. Bank management should strive 
for the happy medium which will give maximum efficiency at low- 
est cost The size of the bank and the extent to which it is depart- 
mentized will determine the number and kinds of officers needed; 
there is, therefore, no uniformity among the official staffs of differ- 
ent banks. 

Duties of senior officers: chairman of board. In all but the 
largest financial institutions, “chairman of the board” is practically 
an honorary title. In fact, small banks usually dispense with the 
title entirely. In large banks, the chairman is generally an active 
executive ranking higher than the president, in theory at least. He 
is a sort of super-executive without portfolio, as ordinarily no spe- 
cific duties are assigned to him. Mergers have frequently given 
banks a surplus of these super-executives. One Chicago bank, for 
instance, had for a period of time a co-chairman in addition to a 
chairman. A very large New York bank had several such officials, 
designated by the following titles : chairman of the governing coun- 
cil, chairman of the executive committee, chairman of the board, 
vice-chairman of the board, and so on. 

President. The president has certain duties assigned in the 
National Bank Act: he must attest the more important reports to 
the supervisory authorities; he must sign certain instruments; in 
the absence of the chairman, he presides at meetings of the board of 
directors. His duties, in addition to those prescribed by law, will 
depend entirely on the president himself; the importance of the 
office will be determined by the type of man he himself is. He may 
receive a large salary for running the bank; or he may receive 
nothing, for doing nothing. 

Vice-president. The vice-president’s duties are those delegated 
by the president. Ordinarily, the vice-presidents are the loan offi- 
cers; and, as a corollary, it is their job to get and hold deposits for 
the bank. Like the president, after having made a success in busi- 
ness, they are usually brought into the bank because of the accounts 
they command. Rarely do they reach their position through pro- 
motion within the organization. An exception to this is the prac- 
tice of the larger banks of selecting officers from smaller banks in 
order to get the business which they bring. 

From the foregoing, it may be seen that the chief qualification 
for the senior officers is, unfortunately, that of bringing business to 
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the bank. Banking ability and experience sometimes have but 
little to do with their selection. 

Duties of junior officers: cashier. The cashier is a very impor- 
tant officer in most banks. While his importance may be over- 
shadowed in larger banks, he is at least a combination of chief clerk, 
secretary, and treasurer. In smaller banks, he may be all of the 
foregoing and more — he may even be the chief executive officer of 
the bank. Minutes of the directors’ meetings are kept by him; he 
signs all reports and the bank’s currency; he is concerned with oper- 
ations as well as with administration. All in all, the success of 
the medium-size bank depends more on the cashier than on any 
other officer. 

Duties of other officers. There are many other officers, such as 
assistant vice-presidents, assistant cashiers, and assistant trust offi- 
cers, who have definite duties, depending on the internal organiza- 
tion of the bank and its size. It should be understood that the 
duties of these officers are not indicated by their names ; that is, the 
assistant vice-president does not necessarily aid and assist a vice- 
president. His duties may be entirely different, since these titles 
indicate rank as well as the duties involved. 

As the specific work of these different officers is covered in the 
various chapters on operations, further discussion here is not 
needed. 

Personnel. While the directors and officers establish the policies 
and aid in carrying on the activities of the bank, the real day-to-day 
work of the institution is done by the employees. In no other 
business is the quality of the working force a more important con- 
sideration. Accuracy, honesty, ability, and personality are a few of 
the qualities absolutely requisite in a bank employee. Scientific 
management at its best should govern all matters relating to 
personnel. 

Equipment. The equipment of the bank will depend on the 
location, size, character of its business (large or small accounts), 
and the attitude of its management toward clerical labor-saving 
devices. 

Obviously, every bank must have suitable banking quarters and 
a vault ; but the remainder of the equipment varies widely. Thus, 
some banks have “monkey cages” for their tellers; others use the 
more modern counter without protective screens of any sort. 
Within the bank itself, the equipment may range from telauto- 
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graphs and electric tabulating machines to tear gas and machine 
guns. 

Great business service corporations, like International Business 
Machines, National Cash Register, and Remington-Rand, have 
developed for use in banks machines which are marvels of mechani- 
cal ingenuity. A few banks have been thoroughly mechanized, 
but, by and large, bankers have been slow to take advantage of the 
great mechanical advances that have made this the day of business 
machines. More explicitly, the banker, in general, permits in his 
own organization old-fashioned methods which he would not coun- 
tenance in that of a borrower. This whole subject of the use of 
business machines in bank work is so important, especially for the 
future, that the contribution of some of the principal machines used 
will be covered in later chapters on the operations of the various 
departments. 


Questions for Study and Review 

1. What part does the stockholder play in the bank? 

2. List in the order of their importance the types of bank stock purchasers 

3. Why was double liability on bank stock abolished? 

4. Give the legal qualifications of bank directors. 

5. Give the other-than-legal qualifications of bank directors. 

6. Describe the duties of bank directors. 

7. What are the liabilities of bank directors? 

8. Name the senior officers of a bank; the junior officers 

9. Outline the duties of the cashier. 

10. To what extent have banks adopted labor-saving equipment? 

Problem 

(a) On the accompanying chart, first write the title (rank) of the individual 
directly in charge of each function immediately above the name of the function; 

(b) Then, number alongside the title, in the order of their importance (1, 2, 
3* etc.), the five most important line officials shown on the chart. 
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CHAPTER 8 


Banking Transactions 


Stockholders’ investment. An analysis of typical transactions 
provides the easiest approach to an understanding of the commer- 
cial banking business. Each of the more important transactions 
will therefore be analyzed, and its effects upon the balance sheet 
will be shown. 

The stockholders’ ownership, or investment, is represented by 
capital stock paid in, by surplus, and by undivided profits, plus any 
amounts reserved for contingencies, taxes, and so forth, that are in 
excess of actual needs. Banks may be authorized to issue one or 
more classes of preferred stock as well as common stock. National 
banks and, in several jurisdictions, state-chartered banks and trust 
companies are now permitted to issue preferred stock. 

In bank accounting, the surplus is classified into two accounts: 
(a) Surplus and (b) Undivided Profits. Current earnings are 
credited to the Undivided Profits account, dividends are paid out of 
it, and losses are charged against it. In accordance with the prac- 
tice followed by other businesses, banks use various income ac- 
counts — such as Interest Received, Profit on Sale of Securities, In- 
terest Paid — to reveal the more important sources of income and 
expense. The net balances in these accounts are posted to the 
Profit and Loss account at the end of each month or other account- 
ing period, and the net profit or loss is carried to Undivided Profits. 

Extraordinary losses may wipe out all the undivided profits and 
the surplus as well, and even encroach upon the capital. If the 
capital of a national bank is impaired, the holders of its common- 
stock are liable for assessments to make good the impairment, pro- 
tided that such assessments are levied by a vote of the stockholders. 
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However, the only way in which a bank can enforce such an assess- 
ment upon a stockholder is through the sale of common stock regis- 
tered in his name; he is not liable for any amount in excess of the 
sum realized from the sale of his stock. It is extremely unusual for 
such assessments to be attempted. Preferred stock holders are 
exempted from this liability just as they are from “double liability,” 
as was noted in the last chapter. Failure to restore impaired capi- 
tal, by assessment or otherwise, results in liquidation of the bank. 

If undivided profits accumulate to an amount considerably larger 
than will be needed to cover expected dividend payments plus any 
anticipated losses for which no other provision has been made, the 
directors may transfer a part of the Undivided Profits account to 
Surplus. Directors of national banks are authorized by law to de- 
clare dividends semi-annually; but, before a dividend on common 
stock can be declared, not less than 10 per cent of the net profits of 
the preceding half year must be carried to Surplus until the surplus 
sVifl.11 equal the amount of the common capital stock. The cumula- 
tive preferred dividend of not more than 6 per cent per annum, to 
which preferred stock holders in national banks are entitled under 
the law, is not subject to this restriction. 

When a new bank is being organized, its common stock is usually 
sold at a premium above par in order to absorb organization ex- 
pense and any operating loss that may be incurred during the early 
period of the bank’s existence. In this way the bank avoids im- 
pairment of capital. Most bank managements prefer to retain part 
of the earnings and to build up a surplus in excess of legal require- 
ments. Consequently, the common stock of well-established banks 
usually has a book value more than 20 per cent above par, and new 
stock issued by such banks is sold at a premium. Under the Bank- 
ing Act of 1035, national banks are required to have a paid-in sur- 
plus equal to 20 per cent of capital at the time they commence 
business. 

Assume that our new national bank issues the following: 2,000 
shares of common capital stock, with a par value of $100, at a price 
of $150 per share; and 1,000 shares of preferred capital stock, at 
par, $100 — all shares being payable in cash at once. The balance 
sheet will read: 


/I HW'tfi 


LiMlUu* 


G&fth in Vault 

... *400,000 

Cora. Cap. Stock Paid In. . . 

. *200,000 


Pref. Cap. 8 took Paid In. . . . 

. 100,000 



Surplus. 

, 100,000 


$400,000 


$400,000 
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Changes in capital stock. As rapidly as earnings occur and as 
expenses and losses are incurred, entries are made in the appropri- 
ate income accounts. Consequently these accounts change con- 
tinuously. When the net profit or loss is posted to Undivided 
Profits at the end of each accounting period — monthly, as a rule — 
the latter account changes. 

Surplus is much more stable. It changes under the following 
conditions: (1) when the directors order accumulated earnings to 
be transferred from Undivided Profits to Surplus; (2) when it be- 
comes necessary to charge extraordinary losses to the Surplus ac- 
count; and (3) when amounts are transferred from Surplus to Un- 
divided Profits, for distribution as dividends or for other purposes. 

Changes in capital stock require the approval of Federal or state 
banking authorities, depending upon whether the bank operates 
under a Federal or a state charter. With the approval of the 
Comptroller of the Currency and by a vote of the stockholders own- 
ing two-thirds of the shares, a national bank may increase its au- 
thorized capital stock and sell new stock for cash or declare a stock 
dividend, provided that, in the case of a stock dividend, the surplus 
be at least 20 per cent of the total capital stock after the increase. 
When a cash dividend is paid under an agreement that the dividend 
is to be returned as payment for new stock, the Comptroller also 
enforces the 20 per cent surplus requirement, as in the case of a 
direct stock dividend, because the two transactions are identical in 
effect. 

When the stock of a national bank is to be increased in connec- 
tion with a consolidation, the absorbing bank may purchase, for 
cash, the assets of the liquidating bank — with an understanding 
that all or part of the cash is to be returned as payment for new 
stock of the absorbing bank. In such a case, stockholders of the 
absorbing bank, in advanoe of consolidation, waive their rights to 
subscribe to the new stock. If there is difficulty in obtaining waiv- 
ers or if greater freedom in distributing the stock is desired, both of 
the interested banks may be liquidated. A newly organized bank 
then acquires the business of both banks. 

With the approval of the Comptroller of the Currency and the 
Board of Governors, a national bank may, by a two-thirds vote of 
its stock, reduce its capital, provided that after reduction the capi- 
tal be not less than the legal minimum for a national bank in its 
location, nor less than the amount of circulating notes for which it 
is liable. As an alternative to liquidation or assessment of stock- 
holders, a reduction of capital stock may be required by the Comp- 
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troUer to restore an impairment of capital; in this case no distribu- 
tion is made to stockholders Capital set free by a voluntary 
reduction may be returned in cash directly to the stockholders, or 
assets may be withdrawn from the bank and trusteed for their 
benefit, to be distributed as realized. 

Purchasing stock in a Federal Reserve bank. Every member 
bank in the Federal Reserve System is required, upon admission, to 
subscribe to the capital stock of the Federal Reserve bank of the 
district in which the member bank is located an amount equal to 6 
per cent of its own paid-in capital and surplus. One-half of this 
amount must be paid at once. The remainder is subject to call by 
the directors of the Reserve bank. No such calls have been made 
thus far, and the liability on the unpaid subscription is not shown 
on the published statements of banks. 

Holders of Federal Reserve bank stock are entitled to a cumula- 
tive dividend of 6 per cent per annum. New stock is issued at par, 
$100 per share, plus one-half of one per cent for each month that 
has passed since the last preceding dividend payment. Since all 
national banks are required to be members of the Federal Reserve 
System, our new national bank must at once subscribe 6 per cent of 
its paid-in capital and surplus, or $24,000, and pay in one-half of 
this amount. The effect on the balance sheet will be: 

/iascte Liabilitm 

Stock in Federal Reserve Bank . . +$12,000 
Cash in Vault — 12,000 

If the aggregate of paid-in capital and surplus is later increased, 
the subscription to Reserve bank stock and the amount paid in must 
be increased by the same percentage. If the aggregate of paid-in 
capital and surplus is decreased, the subscription must be decreased 
by the same percentage, and the same percentage of stock held in 
the Reserve bank must be surrendered. The amount of the bank’s 
Undivided Profits is not taken into account for this purpose. Sur- 
rendered stock is cancelled, and the member bank receives payment 
at par, plus one-half of one per cent for each month that has elapsed 
since the last dividend payment, provided that no more than the 
book value of the stock may be paid. 

Banking quarters. A new bank should be in no hurry to tie up 
capital in a building of its own; rather, such a bank will usually 
find it advisable, if a suitable building can be found, to occupy 
rented quarters until it becomes well established. 
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No member of the Federal Reserve System, without approval of 
the Comptroller of the Currency (if a national bank) or the Board 
of Governors (if a state-chartered bank), may (1) invest in bank 
premises or m the stock or obligations of a corporation holding the 
premises of the bank, or (2) make loans to such corporation or on 
the security of stock issued by it, if the aggregate of such invest- 
ments and loans will exceed the capital stock of the bank. This 
provision permits the continuance of such investments and loans if 
they were made before the enactment of the above restriction 
(June 16, 1933), but limits additional commitments after that date. 
It will be noted also that loans upon the security of bonds or other 
obligations issued by a corporation which holds the premises are 
not included m the restriction. State banking laws are generally 
much less severe in regard to this matter. 

For example, assume that our new national bank invests $100,- 
000 of cash in bank premises, furniture, and fixtures. The effect 
upon the balance sheet will be: 

Assets Liabilities 

Banking House, Fur., and Fixt +$100,000 

Cash in Vault . — 100,000 

Investments. Banks are restricted as to the type of investments 
which they may make ; Federal regulation is more severe than that 
of the states in this respect. Subject to these general restrictions 
and to certain limits upon the amount which may be invested in 
the obligations of a single obligor, a bank may otherwise regulate 
its own investments. Assume that our bank purchases $200,000 of 
United States Government bonds and $50,000 of bonds of other 
types at par. The effect on the balance sheet will be: 

Assets Liabilities 

XL 8. Govt, Securities Owned +$200,000 

Other Bonds Owned + 50,000 

Cash in Vault - 250,000 

Securities purchased are listed among the assets at the purchase 
price. If the purchase price is above par, the premium paid must 
be amortized over the life of the security, or over a shorter period. 
If the market value of a security declines while it is held, the bank 
may, under certain circumstances, be required to write down the 
asset. When the market price rises above the purchase price, some 
banks write up the value of the investment and thus show a profit; 
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but conservative accounting practice does not ordinarily permit a 
rise in the market price of an investment to be reflected in the 
books of account until the security is sold and the profit actually 
realized. 

Deposits. Banks receive deposits from various sources, in vari- 
ous forms, and under different terms. Depositors are usually di- 
vided into at least three general classes : United States Government, 
other banks, all other depositors. Banks receiving deposits from 
the United States Government are required to furnish satisfactory 
security by depositing obligations of the United States or other 
acceptable securities. Similar requirements are usually imposed in 
connection with deposits made by states or their political subdivi- 
sions. 

Among the various forms in which deposits may come to a bank 
are: money, checks on local and out-of-town banks, items for col- 
lection from banks and others, proceeds of loans and discounts left 
on deposit. The three mam types of deposits, classified as to time 
of possible withdrawal, are: demand deposits, time deposits, and 
savings deposits. 

The ways in which the bank’s statement is affected by the receipt 
of such deposits are illustrated by the following transactions: 

(1) Received, on deposit from the United States Treasury, $20,- 
000 in the form of a credit on the books of tho Federal Reserve 
bank. Results: 

jlssefa Liabilities 

Due from F. E. Bank +$20,000 United Staten Dopomtw . * . +$20,000 

The deposit of Government bonds or other securities to cover 
these deposits is not shown in the balance sheet, for the bank retains 
title to securities thus pledged and the amount remains in the 
investment account from which the securities are taken. 

(2) Received, on deposit from various customers, $000,000 in 
money, divided equally between demand and time deposits. In the 
first instance, the $000,000 will be debited to Cash in Vault, and 
distributed as credits to the various customers’ accounts. The in- 
dividual customers’ accounts are posted to the controlling accounts, 
Demand Deposits, and Time Deposits. The effect on- the balance 
sheet will lie: 

AhkU Liabilities 


Cash in Vault +*600,000 Demand Deposits +*300,000 

Time Deposits. + 900,000 
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(3) Received, on deposit from customers, $100,000 in the form 
of checks on other local banks, divided equally between demand and 
time deposits. After the various customers’ accounts have been 
posted to the controlling accounts, the balance sheet will be af- 
fected as follows (it is assumed that all but $10,000 of these checks 
will be collected through the local clearing house) : 

Assets Liabilities 

Exchanges for Clearing House +$90,000 Demand Deposits , +$50,000 

Checks on Othei Local Banks + 10,000 Time Deposits ... + 50,000 

(4) Received, on deposit from customers, $100,000 in the form of 
checks on out-of-town banks, divided equally between demand and 
time deposits. Checks drawn on members of the Federal Reserve 
System or on non-member banks which have agreed to remit at par 
to Federal Reserve banks may be forwarded for collection through 
the Federal Reserve bank. Other checks must be collected either 
through the agency of correspondent banks or otherwise. If it is 
assumed that 80 per cent of the amount will be forwarded through 
the Reserve bank, the balance sheet will be affected as follows : 


AstWa Liabilities 

Itcznn with F. R. Bank m Demand Deposits +$50,000 

Procesw of Collection +$80,000 Time Deposits + 50,000 

Outside Checks + 20,000 


(5) Received, for collection from correspondent banks, $50,000 
in the form of checks on other local banks. These checks are col- 
lected immediately, and the proceeds left on deposit by the cor- 
respondents. Results : 

Assets Liabilities 

CauBh in Vault . +$50,000 Due to Banks +$50,000 

(6) Assume that $10,000 in outside checks forwarded for collec- 
tion through correspondents is collected, and the proceeds are left 
on deposit with the correspondents. Results: 


Aueta biabilitie* 

Outside Checks —*10,000 

Due from Banks + 10,000 


After aU of the foregoing transactions have been recorded, the 
balance sheet will read: 
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Assets 

U. S Govt Securities Owned $200,000 
Other Bonds, Stocks, etc , 

Owned . . 62,000 

Banking House, Fur , and 
Fixt .. . 100,000 

Due fiom F R Bank . . 20,000 

Items with F R Bank m 
Process of Collection . . 80,000 

Cash m Vault . . . 688,000 

Duo from Banks 10,000 

Exchanges for Clearing House 00,000 
Checks on Local Banks 10,000 

Outside Checks 10,000 


Liabilities 

Com Cap Stock Paid In $200,000 

Prcf Cap Stock Paid In 100,000 

Surplus . 100,000 

Due to Banks . . . 60,000 

Demand Deposits 400,000 

Time Deposits 400,000 


United States Deposits . . . 20,000 


$1,270,000 $1,270,000 


Legal reserve requirement. Every member bank m the Federal 
Reserve System is required by law to maintain a minimum per- 
centage of reserve against its deposit liabilities, and this reserve 
must consist of a deposit with the Federal Reserve bank of the dis- 
trict in which the member bank is located. All member banks 
must maintain a reserve of 3 to 0 per cent against time deposits. 1 

For the purpose of determining reserves to be maintained against 
demand deposits, member banks are divided into three classes: (1) 
banks located in the two central Reserve, cities, New York and Chi- 
cago, must carry 13 to 26 per cent in reserves against their not de- 
mand deposits; (2) banks in 63 cities, designated as “Reserve 
cities,” 10 to 20 per cent; (3) all other member banks, usually re- 
ferred to as “country banks,” 7 to 14 per cent. 2 * 4 Banks located in 
a suburban section or outside the central business and financial 
district of a Reserve or central Reserve city may be permitted by 
the Board of Governors of the Federal Reserve System to step 
down to the next lower bracket of reserve requirements. For ex- 
ample, Brooklyn and the Bronx and certain outlying sections of 
Chicago are included among the 63 Reserve cities. The classifica- 
tion of Reserve and central Reserve cities is subject to change by 
the Board of Governors. 

The reserve required of our new national bank is calculated be- 
low on the assumption that the bank is located in a Reserve city 
on June 1, 1046. Some of the items are left unrecorded because 
they have not yet appeared on the balance sheet. 


1 Thi* Hoard of Governors of the Federal Reserve System is empowered by the 

Banking Act of 1035 to vary the reserve requirements between the limits indicated. 

Tin* net of July 7, 1012, permits variations by classes of banks. 

4 See footnote 1, 
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A GROSS DEMAND DEPOSITS 3 (including demand balances of other 


banks) . . . $450,000 

1. Deposits of individuals, partnerships, and corporations $400,000 

2 United States Government deposits 3 $ 

3 State, county, and municipal deposits . . $ 

4 Deposits of other banks m the United States (except 

private banks and American branches of foreign 
banks) . . ... .... . $ 50,000 

5. Deposits of piivate banks and American branches of 
foreign banks $ 


6 Deposits of banks m foreign countries (including bal- 
ances of foreign branches of other American banks 
but excluding amounts due to own foreign branches) $ 

7. Certified and officers* checks, letteis of credit and trav- 
elers* checks sold for cash, and amounts due to Fed- 
eral Reserve bank (tiansit account) $ 

B. DEDUCTIONS ALLOWED IN COMPUTING RESERVES:. $200,000 


$ 10,000 


$190,000 


C. NET DEMAND DEPOSITS (item A minus item B) $250,000 

D. TIME DEPOSITS 4 $400,000 

1. Deposits (except savings deposits), of individuals, part- 

nerships, and corporations. 

(a) Certificates of deposit (other than for money boi- 

rowed) * $ 

(i b ) Open accounts $400,000 

( a ) Christmas savings and similar accounts $ 

2. Deposits evidenced by savings pass books $ . 

3. Postal savings deposits $ 

4. State, county, and municipal deposits $. . . . 

5. Deposits of other banks m the United States (except 

private banks and American branches of foreign 

banks) $ 

0. Deposits of private banks and American branches of 

foreign banks $ 

7. Deposits of banks in foreign countries (including bal- 
ances of foreign branches of other American banks 
but excluding amounts due to own foreign branches) $. ... 


* As defined in Regulation D of tho Board of Governors of the Federal Reserve 
System. By the Act of April 13, 1943, U. 8. Gov*t., deposits arising from subscrips 
tions for U. S. Gov*t. securities by or through & member bank were exempted from 
reserve requirements until six months after cessation of hostilities. 

4 See footnote 3. 


1 Balances subject to immediate withdrawal due from 
other banks, including cash items forwarded to a cor- 
respondent bank for collection and credit and charged 
to item “Due from Banks” (except balances due from 
Federal Reserve banks, from foreign banks or branches 
thereof, from foreign branches of domestic banks, or 

from private banks) . . 

2. Gash items in piocess of collection, except to the extent 
included m item B-l (including checks with Federal 
Reserve banks in process of collection and checks on 
hand which will be presented for payment) or for- 
warded for collection on tho following business day) 
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E. RESERVE REQUIRED: 

1 On not domand deposits (item C above), 20 per cent . . $ 50,000 

2. On time deposits (item D above), 6 per cent. • . . 8 21,000 

3 Total reserve to be maintained with Federal Reserve bank (item 

E-l plus item E-2).. .... ... • 8 74,000 


Since our new bank already has $20,000 on deposit with the Fed- 
eral Reserve bank, out of the total of $74,000 required, it must 
place an additional $54,000 on deposit there. Assume that cash is 
taken from the vault for this purpose. The effect on the balance 
sheet will be: 


Assets Liabilities 

Rose* ve with F R Bank +$54,000 
Cash m Vault . , . , — 54,000 

The account previously called “Due from Federal Reserve Bank” 
has been changed to the more usual caption “Reserve with Federal 
Reserve Bank.” It will be noted that Cash in Vault has been re- 
duced to $634,000. 

A central Reserve city bank or Reserve city bank must compute 
its reserve requirement once each week, on the basis of average 
daily deposits. Country banks compute their reserve requirement 
twice each month, on an average daily basis. 

Penalty for deficiency in reserve. If a member bank fails to 
maintain the required reserved balance, a penalty is assessed against 
the bank on the basis of the average daily deficiency during each 
computation period ending during the month in which the defi- 
ciency occurs. This penalty is assessed at the rate of 2 per cent per 
annum above the Reserve bank discount rate on ninoty-dny com- 
mercial paper in effect at the beginning of the month. Thus, if the 
average daily deficiency is $10,000 and the discount rate is 4 per 
cent, the penalty will be assessed at the annual rate of 6 per cent on 
$10,000, or will be $50 for the month. 

If the deficiency continues, a progressive penalty may be im- 
posed. A continuous deficiency during six or more consecutive 
months may result in the forfeiture of the charter (in the case of a 
national bank), or in expulsion from the Federal Reserve System 
(in the case of a state-chartered member bank). 

Loans and discounts. It is necessary to differentiate between 
loans and discounts. In the case of a loan, the borrower receives 
the entire principal and, at maturity, repays the principal plus 
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interest for the period (unless previous interest payments have 
been made from month to month). In the oase of a discount, the 
borrower receives the principal less discount for the period and, at 
maturity, repays the principal. 

To illustrate, assume that several customers borrow in the aggre- 
gate $1,000,000 for 120 days at 6 per cent. If the transactions take 
the form of loans, the borrowers will receive $1,000,000, and will 
repay $1,020,000; if the transactions take the form of discounts, the 
borrowers will receive $980,000, and will repay $1,000,000. In 
cither case, the charge for interest or for discount is $20,000 ; under 
the loan, the borrowers secure the use of $1,000,000, and under the 
discount arrangement, the use of $980,000. 

The proceeds of loans and discounts are ordinarily credited to the 
borrowers’ deposit accounts; and deposits thus derived are referred 
to as “derivative,” or “secondary,” deposits, to distinguish them 
from “primary” deposits, such as cash, checks, and so forth. If the 
proceeds are left with the bank as demand deposits, the immediate 
effect of the loans on the balance sheet will be: 

da-scis Liabilities 

Loans and Discounts . . +$1,000,000 Demand Deposits . +$1,000,000 

Now assume that the same amount of discounts is made, with 
the proceeds left as demand deposits. The effect on the balance 
sheet will bo: 

Assets Liabilities 

Loans and Discounts. . +$1,000,000 Demand Deposits . . + $980,000 

Unearned Discount . . . . + 20,000 

Obviously no discount will be earned except as it accrues during 
the life of the loan. The Unearned Discount account is in the 
nature of a valuation reserve to correct the overstatement of the 
value of the loan-and-discount asset. 

Customers usually do not borrow until just before they need to 
use the funds, and there is likely to be an immediate withdrawal of 
at least part of the deposits established by the above loans and dis- 
counts. Banks in the United States generally expect a borrower 
to maintain a “compensating” deposit balance, equal to from 10 
to 20 per cent of the line of credit extended, but the average actu- 
ally obtained probably ranges nearer 10 than 20 per cent. This in 
effect makes the real cost of borrowing to the customer higher than 
the nominal rate. 
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Assume that one-half of these derived deposits are withdrawn at 
once by check, and that 10 per cent of the amount of checks drawn 
is paid to other customers of the bank and thus finds its way back to 
the bank as redeposits. One-half of the $1,980,000 of derived de- 
posits ($990,000) will thus be checked out, and of this amount 10 
per cent ($99,000) will be redeposited; the bank will lose $891,000 
of its vault cash and a like amount of demand deposits. The effect 
on the balance sheet will be: 

Assets Liabilities 

Cash in Vault . —$891,000 Demand Deposits —$891,000 

Since the bank has only $634,000 cash in the vault, the bank is 
$257,000 short of having enough to meet this withdrawal of $891,- 
000. Furthermore, the demand deposits are now increased by a 
net of $1,089,000 ($1,980,000-1891,000) ; hence, $217,800 (20% of 
$1,089,000) is added to the bank’s reserve requirement. Since the 
bank has no excess balance in the Reserve bank, the total de- 
ficiency in reserves and vault cash is therefore $474,800 ($217,- 
800 + $257,000). 

In addition, the bank does not dare to strip itself entirely of till 
money. With demand deposits now nearing $1,500,000, the bank 
will need from $15,000 to $75,000 in the till, depending upon the 
nature of its business and the time required to replenish its cash 
by drawing on the Reserve bank. Assume that $500,000 will cover 
reserve and till requirements, and will put the bank in a comfort- 
able position for the time being. 

Borrowing from a Federal Reserve bank. To obtain the needed 
$500,000 in cash, the bank must either liquidate some of its assets 
or borrow. It could sell some of its bonds or borrow from some 
other bank. The Federal Reserve bank may be willing to discount 
some of the customers’ notes of the bank, or to lend on the security 
of these notes or of the Government bonds owned. Assume that 
$500, 000 is borrowed at the Reserve bank on the security of a like 
amount of customers’ notes, with $220,000 left on deposit there and 
the remainder withdrawn in cash. The results will be: 


.’fwtti* IdabililieH 

IWrve with F. R, Rank. . . +$220,000 Bills Payable and Rodis- 
Cash in Vault + 280,000 counts +$600,000 


The above transaction gives rise to a “bill payable"; the bank 
retains title to its customers’ notes which are pledged to secure its 
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own note. When customers’ notes are rediscounted, the bank in- 
dorses them to the Reserve bank. Its indorsement is a liability. 
The rediscounted notes are still shown as an asset, since the bank 
would regam title to them if it should be called upon to make good 
its indorsement. A bank may, of course, borrow or rediscount at 
other banks as well as at the Reserve bank. 

Prepayment of loans and discounts. Now assume that a $50,- 
000 loan is prepaid by check on the bank after the note has run 
thirty days. During this time $250 in interest will have accrued 
on the loan. This amount will be credited to Interest and Dis- 1 
count Received, and later will find its way into Undivided Profits. 
Results: 

Assets Liabilities 


Loans and Discounts —$50,000 Demand Deposits —$50,250 

Undivided Profits . . . . + 250 


In case of prepayment, a bank usually will not rebate all of the 
interest or discount which the borrower has contracted to pay, on 
the ground that at least a part of the discount for the full period is 
required to cover expenses in investigating the credit risk, and so on. 

To show the effect of this practice in connection with a prepaid 
discount, assume (1) that a $50,000 loan among those described 
above is prepaid by check on the bank at the end of thirty days, 
while the note still has 90 days to run;' and (2) that the rebate for 
the 90-day period is at the rate of 3 percent per annum. Discount 
for the full 120-day period ($1,000) has already been taken into the 
books as a credit to Unearned Discount. Of this amount $375 is 
rebated and will reduce to $49,625 the check that must be drawn to 
prepay the note. The remaining $625 will be earned, and will at 
first be taken out of the Unearned Discount account and credited 
to Interest and Discount Received. From there it will find its way 
into Undivided Profits by way of the Profit and Loss account. 
Results: 

Assets Liabilities 


Loans and Discounts —$50,000 Undivided Profits +$ 025 

Unearned Discount — 1,000 

Demand Deposits — 49,025 


Certifying checks. In many transactions, such as the purchase 
and sale of securities, where tho drawer’s plain check is not accept- 
able or where it is not convenient or desirable to cash the check 
immediately, that check is taken to the drawer’s bank for “certifi- 
cation.” The effect of certification is equivalent to the following 
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statement by the bank: “The drawer has this amount on deposit 
with us; we are taking it out of his deposit account, and will pay 
this check upon presentation with proper indorsement,” The 
usual method of certifying is to place this stamp across the check: 

Certified for $ 

Date , . ... 

Signature 

Certification Number , . 


Small banks sometimes certify through a larger correspondent bank 
that is the clearing house member through which they clear ; such 
banks stamp across their checks “Certified payable through the 
Blank National Bank.” 

A check may be presented for certification by either the drawer or 
the payee. In either case, the certifying bank assumes the obliga- 
tion to pay the check; but, when a check is certified at the request 
of the payee, the drawer is released from further liability on it, on 
the ground that the payee could have cashed the check as easily as 
he had it certified and that, if the bank later fails before the check 
is paid, the drawer should not suffer from the payee’s delay in cash- 
ing it. 

Since a bank is under no obligation to certify for a depositor— 
but only to pay— some banks prefer to issue officers’ checks to de- 
positors who request certification. Members of the Federal Re- 
serve System are forbidden by law to certify for an amount in excess 
of the drawer’s deposit balance. The bank must maintain the 
same percentage of reserve against certified and officers’ checks out- 
standing as against demand deposits. 

Assume that checks for $50,000 are certified. The amounts are 
charged to the accounts of the various depositors, and credited to 
the Certified Checks account. The effects on the balance sheet are : 

AweU Liabilities r 

Demand Depomtn, . -$50,000 

Certified ClheekB. , + 60,000 

Overdrafts. Banks in some countries frequently use pre- 
arranged overdrafts as a method of making advances, but in the 
United States such overdrafts are not approved. When a bank 
honors a check that is written in excess of the depositor’s balance, 
that bank is, in effect, m a k ing a loan. The depositor may or may 
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not be required to deposit collateral security for the overdraft and 
to pay interest on the amount. Chronic overdrawers are likely 
to be requested to withdraw their accounts. On tne bank’s books, 
the overdraft is treated as a loan. 

Assume that overdrafts for $10,000 are cashed. The amount is 
debited to the Overdrafts account, and credited to the various de- 
positors just as though a loan were being made. At the same time, 
Cash is credited, and the various depositors are charged with the 
amounts of their respective checks. Results : 


Assets Liabilities 

Overdrafts +$10,000 Demand Deposits +$10,000 

Cash — 10,000 Demand Deposits — 10,000 


Officers’ checks. Any check drawn by a bank is signed by the 
cashier or by some other officer authorized to sign such instruments. 
By the issuance of an officer’s check, the bank assumes an obliga- 
tion similar to that involved in the certification of a depositor’s 
check, or in the acceptance of a demand deposit. 

Assume that $100,000 of municipal bonds are bought at par and 
paid for with an officer’s check. Results: 


Assets Liabilities 

Other Bonds, Stocks, etc., Officers* Checks Outstanding +$100,000 

Owned . +$100,000 

Acceptances. The use of an acceptance may be illustrated by a 
transaction involving an importation of merchandise. Assume 
that Smith in New York arranges to buy $10,000 worth of hides 
from Gonzales in Buenos Aires, and that payment is to be made, in 
dollars, sixty days after sight. However good Smith’s credit may 
be at home, he may not be known to Gonzales, and therefore it may 
be necessary for a bank credit to be substituted for Smith’s credit. 
Accordingly Smith comes to our bank to make arrangements. He 
explains the nature of the transaction, and requests the bank to 
permit Gonzales to draw on that bank for the amount involved. 
This request constitutes the “application for a commercial letter of 
credit.” 

If the bank approves the application, Smith next signs an “ac- 
ceptance agreement,” in which he promises to pay the $10,000 to 
the bank before it is called upon to honor any drafts drawn against 
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it under the arrangement. He may or may not be required to de- 
posit collateral security The bank now draws up a “commercial 
letter of credit,” addressed to Gonzales; the letter authorizes hun 
to draw on the bank, for Smith’s account, up to an aggregate of 
$10,000, at sixty days’ sight, against the shipment of hides from 
Buenos Aires to New York. The bank stipulates that the ship- 
ment must be insured, and that the bill of lading shall be made out 
to the order of the bank ; it also gives instruction as to the various 
documents which are to accompany the bill of lading and any draft, 
or drafts, drawn under authority of the letter. 

Through this transaction the bank has assumed a definite liabil- 
ity, and its balance sheet is affected as follows: 

Assets Liabilities 

Customers* Liability a/c Ac- Letters of Credit Outstand- 

ceptances and Letters of mg .... +$10,000 

Credit Outstanding +$10,000 

The letter of credit is now mailed to Gonzales. If all is satisfac- 
tory, he ships the hides; and, in accordance with instructions con- 
tained in the letter, he obtains the insurance papers, consular in- 
voice, and bill of lading, and draws a draft to cover the amount of 
the shipment. Suppose that only one-half of the hides are in- 
cluded in the first shipment. He now draws a draft on our bank 
for $5,000, payable sixty days after sight; attaches the consular 
invoice, bill of lading, and so forth, to the draft; and discounts the 
draft at his local bank. The amount and date of the draft are 
noted on the back of the letter of credit. 

The draft is promptly forwarded by Gonzales’ bank to its cor- 
respondent in New York, which in turn presents the draft, with the 
shipping documents, as soon as it is received, to our bank. If all is 
satisfactory, our bank acknowledges the draft and agrees to pay it 
at the end of sixty days (sixty days after sight). This transaction 
is completed in the following way: our bank “accepts” the draft — 
that is, it stamps across the face of the draft the word “accepted,” 
the date, and the bank’s signature. This transaction converts a 
part of the letter of credit into an acceptance, and loaves the re- 
mainder of the letter outstanding. The acceptance is equivalent 
to a promissory note signed by the bank. Results: 

Aueit LiabilitU* 

Letter* of Credit Outstanding -*6,000 
Acceptanoee Outstanding + 6,000 
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In the case of an exportation from Smith to Gonzales, the trans- 
action is reversed If payment is to be made in dollars at New 
York, it is necessary for Gonzales, directly or indirectly (through 
his bank), to obtain a letter of credit, from a New York bank, ad- 
dressed to Smith and authorizing him to draw on that bank against 
shipment of the merchandise. 

If Smith trusts Gonzales and wishes to finance the exportation 
himself without borrowing from his bank, he may obtain from his 
bank a letter of credit addressed to himself and authorizing him to 
draw on the bank against shipment of the merchandise. Drafts 
drawn under the letter may then be sold in the market to other 
banks or discount houses. 

It will be noted that in none of the above cases has the accepting 
bank advanced any money. A bank frequently purchases (dis- 
counts) its own acceptances because good investments are scarce or 
because it wishes to support the market for its acceptances. This 
procedure is equivalent to making a direct loan to the applicant for 
the letter of credit, with the merchandise as security. 

Now assume that another import of hides, such as that described 
above, is to be paid for in Argentine pesos. Smith requests our 
bank to obtain from its correspondent in Buenos Aires a letter of 
credit addressed to Gonzales. In making this arrangement, our 
bank assumes an obligation to the Buenos Aires bank in pesos 
equivalent to $10,000, for our bank must pay the funds to the 
Buenos Aires bank before any acceptances drawn under the letter 
mature. Our bank takes from Smith his agreement to pay to it the 
amount of drafts before any remittance must be made to Argen- 
tina. Results: 

Assets Liabilities 

Customers' Liability a/c Ac- Acceptances Executed by 

oeptancee and Letters of Other Banks for Our Ac- 
credit Outstanding +$10,000 count +$10,000 

Banks in various parts of the United States arrange to have their 
correspondent banks in New York, or in other large cities, issue let- 
ters of credit to aid the country banks’ customers in the financing 
of export or import transactions. Bank acceptances are only in- 
frequently employed in connection with domestic transactions. 

The applicant for a letter of credit is required to pay for this 
service a small commission which varies with the terms of the 
credit and with the banks performing the service. When one bank, 
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at the request of a customer, arranges for a letter of credit to be 
issued by a correspondent bank, the first bank must pay a commis- 
sion to its correspondent. This charge is naturally passed along to 
the customer, in addition to the first bank’s own commission on the 
transaction. New York banks customarily charge a commission 
at the rate of 1% per cent per annum on acceptances (% of one 
per cent for sight or 30-day commercial letters of credit, Vi of one 
per cent for sixty days, and % of one per cent for 90 days). 

On each of the two $10,000 transactions described above, the 
commission would then be one-quarter of one per cent, or $25. If 
a commission, at the same rate, is paid to the Buenos Aires bank 
and merely passed along to the customer, that amount will be $25. 
If charges against customers are debited to their deposit accounts, 
the results on our bank’s balance sheet will be: 

Assets Liabilities 

Undivided Profits . , +$50 

Due to Banks +25 

Demand Depowts — 75 

Since a bank’s liability for acceptances is not subject to reserve 
requirement, and thus not legally limited by the amount of its 
excess reserve, the Federal Reserve Act limits member bank ac- 
ceptances on the basis of capital and surplus, as is explained on 
page 355 of the text. 

When a bank discounts the acceptances of other banks, it ac- 
quires an asset. Assume that our bank discounts at the rate of 3 
per cent per annum $200,000 of such acceptances, having ninety 
days to run, and pays with an officer’s check. The results will be: 

Liabilities 

loans and Discounts +$200,000 Officers’ Chocks Outstanding +$198,500 

Unearned Discount, ....... + 1,500 

Now assume that our bank, after indorsing these acceptances, 
immediately sells or rediscounts for cash $100,000 of them at a rate 
of 2 per cent per annum. The bank makes a profit at the rate of 
one per cent per annum, and assumes a contingent liability on the 
acceptances sold. The results will be: 

Amt* Liabilities 

Loan« and Dtaountii -$100,000 Undivided Profit* + $250 

Cash in Vault. + 99,500 Unearned Discount — 750 
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The bank’s contingent liability on acceptances sold with its in- 
dorsement is now shown as a footnote. Formerly, it was included 
in the balance sheet with contra items under both assets and lia- 
bilities. 

Repurchase agreements. For various reasons, a bank may sell 
securities with an agreement to repurchase them at the same price 
or at some other price. For example, this might be done to convert 
securities into cash temporarily, for “window dressing,” at state- 
ment dates. The practice might be employed also to camouflage a 
borrowing from another bank or elsewhere, with the securities 
pledged as collateral, for the effect is the same. 

Assume that our bank sells $50,000 of bonds at the purchase 
price, par, with an agreement to repurchase them at the same price. 
The results will be: 

Assets Liabilities 

Other Bonds, Stocks, etc., Agreements to Repurchase 

Owned . . —$50,000 Securities Sold > * . +$50,000 

Cash m Vault .... + 50,000 

Securities Sold with Repur- 
chase Agreements + 50,000 

Securities sold under repurchase agreements are an asset, since 
the bank will acquire title to them when the repurchase agreement 
is carried out. Securities thus sold may not even be segregated 
from other bonds, stocks, and so forth, owned. 

A purchase of securities or other assets under a resale agreement 
has the opposite effect. It camouflages a loan made to another 
bank, or elsewhere, on the pledge of the securities, and temporarily 
decreases cash (or increases deposits), and increases the amount of 
securities owned. 

Because of abuses in connection with repurchase agreements, the 
Comptroller of the Currency has issued a restrictive ruling, apply- 
ing to all member banks in the Federal Reserve System, which per- 
mits the bank to enter into repurchase or resale agreements only 
when it has the sole right or option under the agreement. 

Securities borrowed. Securities may be borrowed for various 
reasons. For example, it may become necessary for the bank to 
deposit a certain type of securities as collateral to cover a tempo- 
rary deposit of funds by the United States, or by some state or 
municipality. Under these circumstances the bank may find it 
advantageous to borrow the securities rather than to purchase them. 
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Assume that our bank borrows $100,000 of United States Gov- 
ernment bonds. Results: 


Assets Liabilities 

U. S. Govt Securities U. S Govt. Securities 

Borrowed +$100,000 Borrowed +$100,000 


The borrowed bonds are an asset, balanced by the liability to 
return them. 


Questions for Study and Review 

1. Why is common stock issued by a new national bank offered at a price 
above par? 

2. Distinguish between the Surplus and the Undivided Profits accounts in a 
bank statement 

3. How is the amount of a member bank's subscription to Federal Reserve 
bank stock determined? 

4. Assume that a bank issues $105,000 in officers' checks as payment for United 
States bonds having a face value of $100,000. How will this transaction affect 
the bank's balance sheet? 

5. Name three types of deposits in each of the following classifications: (a) 
classified according to source of deposit; (b) classified according to nature of 
funds deposited; (c) classified according to time of withdrawal. 

6. Assuming the same nominal rate in either case, is a straight loan more or 
less advantageous than a discount from the borrower's viewpoint? 

7. How is the member bank's balance sheet affected by the following transac- 
tion: the bank rediscounts $100,000 of customers' notes with its Federal Reserve 
bank? (Ignore amount of discount ) 

8. Does the certifying of a depositor's check increase or decrease the bank's 
required reserve? 

9. Outline a transaction showing how a bank acceptance may be used in 
financing domestic trade. 


Problems 

L A bank with $100,000 capital, $100,000 surplus, and $50,000 undivided 
profits enters the Federal Reserve System 10 months after the Federal Reserve 
bank paid its last dividend. How would the new member bank's balance sheet 
be affected? 

2. Based on the balance sheet shown on page 196 and assuming that the bank 
is located in Chicago, use the standard form and calculate: (1) the amount of 
legal reserve currently required; and (2) the excess of, or deficiency in, reserve* 
(Refer to Federal Reserve Bulletin for current rate of reserve requirement.) 

3. Assume a primary demand deposit of $100,000 and a derivative demand 
deposit of the mime amount, (a) Show how each will affect the balance sheet of 
the dejxxsitory bank; (b) calculate the amount by which each transaction will 
strengthen or weaken the reserve position of the bank, assuming that a 20 per 
cent reserve is required against demand deposits* 
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CHAPTER 9 


Banking Transactions (Continued) 


Correspondent relations with Federal Reserve bank. When 
our bank forwards to the Federal Reserve bank, for collodion, 
checks and other cash items, it receives immediate credit for items 
drawn on the Treasury and on banks m the city where the Federal 
Reserve bank is located, because such items can be collected at 
once. The amount is credited to our bank’s reserve account and 
counted as part of its legal reserve; it can be checked against if 
desired. 

Other checks are credited in accordance with the various "de- 
ferred availability schedules” which are issued by the twelve Fed- 
eral Reserve banks. Thus, the member bank knows just when 
each item deposited for collection will become available as legal 
reserve or for withdrawal. Prior to September 1, 1080, the time 
schedules were based, in principle, upon the time actually required 
for collection; but since that date, the maximum delay has been 
throe days, regardless of the time actually required. Home items 
are credited in one or two days. 

Now assume: (1) that $50,000 of the items sent to the Reserve 
bank, for collection, has reached the availability date; and (2) that 
an additional *60,000 of out-of-town checks is received on demand 
deposit and forwarded for collection through the same channel. 
Results: 

Antela lAabMlie* 

Ktwm* v. ith F. R. Hank . . (1) +*80,000 Demand Depocit* (2) +*00,000 

ItcniH with I 1 ', it. lhtnk, in 
Promt* q { Collection. . . (1)— 50,000 
... (2J+ 60,000 

160 
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When checks and drafts on our bank are presented by the Re- 
serve bank for payment, by mail or otherwise, any one of several 
methods of payment may be used. The procedure depends upon 
what arrangement has been made with the Reserve bank. For ex- 
ample, checks or drafts on other banks may be remitted by our 
bank, or the amount may simply be charged against our bank’s 
Reserve account on the books of the Reserve bank. Assume that 
checks amounting to $50,000 are presented by the Reserve bank 
and charged against our bank’s Reserve account. The results 
follow: 

Assets Liabilities 

Reserve with F R Bank , . , —$50,000 Demand Deposits — $50,000 

Assume that our bank is located at a distance from the Federal 
Reserve bank, and receives from the latter a draft for $10,000 to be 
collected on a local business concern. The item is kept on memo- 
randum until the draft is actually collected, and then our bank 
remits a check drawn on its Reserve account in the Reserve bank. 
One or more days will elapse before the check reaches the Reserve 
bank and is charged against our bank’s account. While the check 
is in the mail, the custom is not to deduct the amount from the 
reserve balance, but to treat it as a deferred credit to the Reserve 
bank. After collection, the results will be as follows: 


Assete Liabilities 

Cash +$10,000 Due to F. R. Bank, Deferred 

Credit +$10,000 

Later the amount will be credited to the reserve with the Federal 
Reserve bank, and debited to the account called “Due to Federal 
Reserve bank, Deferred Credit.” 

Accruals. A bank must take account of accrued income and ex- 
pense if it wishes to know its true condition at any given time. 
Suppose that an analysis of the earning assets of our bank at the 
end of the first month of operation shows the following: 

Accrued Interest 
and Discount 


$2,000,000, loans and discounts at 6% hold 24 days $8,000 

$100,000, acceptances at 3% held 15 days 125 

$200,000, U. S. Govt, securities at 3% held 15 days 250 

$200,000, other bonds at 4% held 9 days 200 


$8,5 75 
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Now suppose that an analysis of expenses shows the following: 


Salaries and wages (weekly pay roll) accrued 3 days . . . $200 

$400,000, time deposit* at 2% held 18 days (average) 400 

$500,000, bills payable at 2% outstanding 18 days. . . 500 

Taxes and other expenses accrued . . . . 405 


$1,565 

If our bank ignores the above accruals in its statement of condi- 
tion at the end of the first month, it will understate both earnings 
and expenses applicable to the current period, and will consequently 
overstate both in some future period or periods when the income is 
actually received and expenses are actually paid. 

Accounting practice in respect to accruals differs widely among 
banks. One bank may ignore accruals altogether; it succeeds, at a 
small saving in accounting expense, in deluding itself about its true 
condition at all times. Another bank may accrue all principal 
items of income and expense daily; its management is continuously 
aware of its true condition, but the expense and trouble of recording 
this are hardly warranted in the average bank, although, if the ac- 
counting system is properly organized for the purpose, the cost is 
much lower than is generally supposed. Perhaps the most practical 
plan for the average bank is to note accruals at the end of each 
month. 

Assume that our bank notes accruals at the end of the month. 
Loans of $1,000,000 at 6 per cent have run twenty-four days. 
The accrued interest is $4,000. The accrual will affect the balance 
sheet as follows: 

Assets Liabilities 

Accrued Interest +$4,000 Undivided Profit® +$4,000 

Discounts of $1,000,000 at 6 per cent have also run twenty-four 
days, and $4,000 of discount has accrued. Also, $100,000 of ac- 
ceptances at 3 per cent has run fifteen days, with accrued discount 
of $125. These discounts have already been credited to Unearned 
Discount. The accruals must now be taken out of that account, 
and will find their way through the Profit and Loss account to 
Undivided Profits. Results: 


Aaaett LiabUUie* 


Undivided Profit* +*4,126 

Unearned Discount - 4,126 
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Some banks, at the time a note or acceptance is discounted, credit 
the discount for the entire life of the obligation directly to the dis- 
count account, from which the amount will find its way into Profit 
and Loss and finally into Undivided Profits Thus the earnings for 
the period will be overstated if no notice is taken of the fact that 
part of the discount is unearned. To correct this, the bank at 
statement date calculates the discount on each discounted obligation 
for the period it has yet to run, and deducts the amount from the 
earnings shown on the books. 

Interest accrued on investments since the last payment date is 
treated in the same way as interest accrued on loans. The accrual 
of the $450 on United States and other bonds will result as follows: 


Assets Liabilities 

Accrued Interest +$450 Undivided Profits. . . . +$450 


The accrual of the various expense items will affect the balance 
sheet thus: 


Assets Liabilities 

Undivided Profits. .. . —$1,565 

Reserve for Taxes, Interest, 
etc., Accrued +$1,565 

Because of the care that must be exercised in accounting for pay- 
ments received on loans on which interest has been accrued, an 
illustration will be given. Assume that a loan of $100,000, as de- 
scribed above, is paid by check six days after statement date. Since 
the loan ran twenty-four dayB during the preceding month, an ac- 
crual of $400 has already been taken into Undivided Profits. Since, 
during the six days of the current period, an additional $100 of 
interest has accrued, the total payment must be $100,500. Results : 

Assets Liabilities 

Loans aad Discounts —$100,000 Undivided Profits +$ 100 

Accrued Interest - 400 Demand Deposits - 100,500 

Since the above transaction occurred after the end of the month, 
it is not reflected in the monthly statement of resources and lia- 
bilities (which is as follows, after the business done during the 
month has been taken into account) : 
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Assets 

Loans and Discounts . $2,000,000 

Overdrafts 10,000 

U S Govt Securities Owned 200,000 

Other Bonds, Stocks, etc, 

Owned *. 112,000 

Customers' Liability a/c Ac- 
ceptances and Letters of 

Credit 20,000 

Banking House, Fur , and 

Fixt 100,000 

Reserve with F. R. Bank . 294,000 

Items with F. R. Bank in 
Process of Collection . 90,000 

Cash m Vault . . * . . . . . . 172,500 

Due from Banks 10,000 

Exchanges for Cleaiing House 90,000 

Checks on Local Banks . 10,000 

Outside Checks . . . . 10,000 

U S. Govt Securities Bor- 
rowed 100,000 

Securities Sold with Repur- 
chase Agi cements .... 50, 000 

Accrued Interest * * . . 4,450 


$3,272,950 


Liabilities 

Common Capital Stock Paid 
In . $ 200,000 

Preferred Capital Stock Paid 

In , ...... 100,000 

Surplus 100,000 

Undivided Profits . 8,185 

Reserve for Taxes, Interest, 

etc , Accrued 1,565 

Unearned Discount 15,625 

Due to F. R. Bank, Deferred 

Credit 10,000 

Due to Banks . . . 50,025 

Certified Checks Outstand- 50,000 

ing 

Officers’ Checks Outstanding 298,500 

Demand Deposits . . . 1,349,050 

Time Deposits 400,000 

United States Deposits . . 20,000 

U S Govt Securities Bor- 
rowed 100,000 

Agreements to Repurchase 

Securities Sold 50,000 

Bills Payable and Redis- 
counts 500,000 

Letters of Credit Outstand- 
ing . 5,000 

Acceptances Outstanding . , 5,000 

Acceptances Executed by 
Other Banks for Our Ac- 
count 10,000 

$3,272,960 


Balance sheet. In the description of the transactions above, no 
particular attention has been paid to the amounts involved in each 
case, and no attempt has been made to build up a balance sheet in 
which the various items are in reasonable proportion to one another. 
The sole concern has been to explain the significance of each trans- 
action, and to show how each transaction affects the balance sheet. 
The result is a balance sheet that is obviously in bad proportion. 

As a matter of fact, among all the balance sheet items there is 
no established relationship that is normal for all banks at a given 
time or for any one bank at different times. Among different 
banks, balance sheet proportions vary, according to the nature of 
the banking business done; for any particular bank, these propor- 
tions vary with changes in general business conditions and with 
changes in the character of the business done by it. These facts 
are demonstrated in the “percentage 0 bank statements which fol- 
low on pages 100-107. 
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“Percentage” bank statements. In analyzing the relationships 
that exist among different items in a balance sheet, it is helpful to 
reduce the balance sheet to a percentage basis. This can be done 
by treating total resources or total liabilities as 100 per cent, and 
then by finding the percentage which each item bears to the total. 
By this procedure the relative importance of each item is clearly 
revealed. For example, if deposits are found to be 80 per cent, and' 
investments to be 40 per cent, of total resources, the ratio of de- 
posits to investments is readily calculated to be 2:1. 

Percentage analysis has been employed in the table, shown on 
pages 160-167, for the purposes of comparing: (1) three classes of 
national banks with one another; (2) three classes of state banks 
and trust companies in the Federal Reserve System with one an- 
other; and (3) national banks with member state banks and trust 
companies. The percentages are calculated from the aggregate 
balance sheets of all member banks in each class, as reported to 
the Federal Reserve authorities. All member state banks and trust 
companies are lumped together, although a more detailed study 
would show that they differ in certain respects. The amounts of 
total assets for the various classes of banks, taken as 100 per cent, 
are shown at the foot of the table. 

The analysis reveals the average condition of banks in each class 
on the particular date chosen, and does not necessarily depict a 
typical bank for each class. But, if any bank in a specific class 
should show wide variations from the average for its group at a 
given time, that fact would be ground for further inquiry as to 
causes. 

Comparison of city banks with country banks. A glance at the 
table (see pp. 166-167) will reveal the fact that the nature of a 
bank’s business depends more upon the location of the bank than 
upon the source of its oharter. The commercial banking business 
done by a national bank in a large city is of the same general char- 
acter as that done by a state bank or trust company of similar size 
in the same locality. The business of a country national bank 
resembles that of a country state bank more closely than that of a 
national bank located in a large city, especially if the state bank 
is a member of the Federal Reserve System and thus subject to the 
restrictions which such membership imposes. Non-member state 
banks and trust companies are generally less severely restricted in 
respect to loan and investment policies than are national banks 
and member state institutions, and hence many non-member or- 
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ganizations take advantage of this fact, especially in such matters 
as the making of real estate loans. However, common membership 
in the Federal Deposit Insurance Corporation is expected to bring 
about somewhat greater uniformity among members of the Federal 
Reserve System and insured non-member banks. 

A fundamental difference between city and country banks is in 
the character of deposit liabilities and in the percentage of reserves 
that must be maintained against these liabilities. Country banks 
have a larger percentage of time deposits, against which reserves 
of only 3 to 6 per cent are required of all member banks. The de- 
posits of city banks are largely demand deposits; and not only arc 
the reserves required against demand deposits much higher than 
those required against time deposits, but they are higher in the 
case of city banks than in the case of country banks. 

It will be noted from the table (pp. 166-167) that, in the two 
central Reserve city banks, demand deposits were far in excess of 
time deposits. For these banks, the required reserve against net 
demand deposits at the date of the report was 22-yi per cent. Item 
32 shows that the two banks were required to tie up 17.078 per cent 
and 17.115 per cent, respectively, of their total assets in legal reserve 
on the date of this report. 

The two Reserve city banks also had larger net demand deposits 
than time deposits, but the difference was smaller, especially in the 
case of the state bank. For these banks, the required reserve 
against net demand deposits was only 171,4 per cent at the time of 
this report. The two banks were required to tic up 0.821) per cent 
and 9.467 per cent, respectively, of their total resources in legal 
reserve, as is shown in item 32. 

Demand deposits wore somewhat below time deposits in both 
country banks, ami the reserve required against net demand de- 
posits was only 12 per cent, in the case of country memlier banks at 
the time of the report. As shown in item 32, these banks wero 
required to tie up only 5.740 per cent and 6.078 per cent respec- 
tively, of their total resources in legal reserves. 

The table (pp. 166-167) shows that all classes of banks were 
maintaining legal reserves considerably in excess of the amounts 
required. Item 5 shows the reserve held, and item 33 shows the 
extent to which this actual reserve exceeded the required reserve 
(item 32). 

A part of the advantage which country banks gain over city 
banks— from lower-percentage reserve requirements and favorable 
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distribution of deposits, as between demand and time deposits — 
they lose through another factor. Country banks find it necessary 
to carry relatively larger amounts of cash m vault (item 6) than do 
city banks, because the former, located at a greater distance from 
Federal Reserve banks and branches thereof, cannot replenish till 
money so quickly as the latter. Cash in vault is not counted 
toward the legal reserve requirement. 

City banks, being required to maintain larger reserves than are 
prescribed for country banks, have, in comparison to total resources, 
less funds available for other purposes. On the other hand, city 
banks have more opportunities to render special services at a profit. 
For example, it will be noted that city banks are much more active 
than are country banks m the creation of acceptances (items 12 and 
28). This is to be expected since acceptances are used mainly in 
financing foreign trade, most of which originates m large cities, 
and since the large city banks are better known and their letters of 
credit and acceptances are therefore rated more highly abroad than 
are those of country banks. 

Because of the business depression, all of the acceptance figures in 
the table were abnormally low for city banks, but less so for country 
banks, on the date of this report. The more normal comparisons of 
a prosperous year are shown in the table on pages 170-171 (items 
5, 34, 35, and 36). 

Country banks and Reserve city banks make heavier commit- 
ments in real estate (items 9, 10, 11, page 166) than do the New 
York and Chicago banks. A classification of loans and discounts 
would further emphasize this difference. Checks and other items 
in process of collection (item 8, page 166) naturally bulk larger 
in the city banks. Certified checks (included in item 25, page 167) 
are relatively larger in the city banks because of the use of such 
checks in connection with the securities and commodity exchanges. 
City banks receive a larger proportion of United States deposits 
because such deposits are distributed, in general, to those banks 
from or through which subscriptions to United States security 
issues are received. While country banks appear as the heavier 
borrowers (item 27) according to the report on pages 166-167, the 
position is reversed during a period of prosperity, as is shown by the 
figures on pages 170-171. 

Effects of prosperity and depression on bank balance sheets. 
In order to reveal the effects of changing business conditions upon 
the banking business, percentage statements have been prepared for 
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to (he Federal Reserve Board, differed from the sum of common, first preferred, and second preferred stock, as reported 
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the three classes of national banks. The figures are taken from the 
aggregate balance sheets of the banks, as reported to the Federal 
authorities, in a prosperous year and in a year of depression. The 
results are shown in the table on pages 170-171. 

The first contrast to note is the sharp decrease in loans and dis- 
counts (item 1), and the even greater increase m holdings of United 
States securities (item 2). While other security investments (llem 
3) nearly doubled, in relative importance, on the statement of the 
central Reserve city bank, this item barely held its own with the 
other banks. During a depression, the demand for loans falls off 
and banks turn to investments for profitable employment of their 
funds. It is, therefore, natural to find here an increase in the' rela- 
tive importance of total investments as compared to loans and dis- 
counts. However, the disproportionate increase in Government 
securities as compared to other investments was abnormal, and was 
caused by a large increase in public debt just before the depression 
year statement was issued, the banks being called upon at that time 
to buy Government securities. At the time, since Government in- 
come from taxes and borrowing was in excess of current expendi- 
tures, United States deposits (item 30) were piling up in the banks. 

All of the acceptance items (items 5, 34, 35, and 30) sharply de- 
clined in the central Reserve city and Reserve city banks, because 
of the decrease in business activity and especially in foreign trade. 
Acceptance items are never of great importance in country banks. 

The increase in the relative importance of real estate commit- 
ments (items 6 and 7) was due partly to the fact that total resources 
had dropped without a corresponding liquidation, or writing-off, 
of the banking house, furniture, and fixtures item, but more to the 
fact that banks had been required to take title to other real estate 
which had been pledged as collateral security on defaulted loans. 

The inability of banks to find satisfactory employment for funds 
in the depression year is attested by the great increase in legal rt?- 
sorvo (item 8) and in cash in vault (item 10), neither of which 
items earns anything. This condition is also partially reflected in 
the increase in inter-bank balances (item 11). The depression ac- 
counts for the decrease of checks and other cash items in process of 
clearing and collection (items 9, 12, and 13). 

The National Emergency Banking Act of March 9, 1933, author- 
ized national banks to issue one or more classes of preferred stock, 
and empowered the Reconstruction Finance Corjjoration to buy 
such preferred stock issued by national banks, state banks, and 
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trust companies, provided such stock was exempt from double lia- 
bility and from assessment to restore an impairment of capital. 
Where state law imposes double liability on preferred stock of state 
banks and trust companies, or requires unanimous consent of stock- 
holders for issuing the stock, the Corporation was authorized to 
buy capital notes or debentures issued by such banks. It will be 
noted that, at the date of the second statement, national banks had 
issued a substantial amount of preferred stock (items 16b and 16c). 

On June 30, 1939, national banks had about $230 million of first 
preferred and $16 million of second preferred stock outstanding. 
Member state banks and trust companies had about $70 million of 
first preferred and $8 million of second preferred outstanding; they 
also had about $43 million of capital notes and debentures out- 
standing. 

These authorizations were made primarily with a view to 
strengthening the capital structure of weak banks in both the na- 
tional and state systems, although some of the strongest banks were 
persuaded to issue preferred stock or capital notes so that the mere 
issuance of such by other banks might not be taken by the public 
as a sure sign of weakness. 

The national bank statements show that the amounts of surplus 
(item 17) and undivided profits (item 18) were considerably re- 
duced by losses and/or dividend payments in excess of earnings; a 
similar condition existed among state institutions. In all banks, 
reserves for contingencies (item 21) were increased. 

The increase in national bank notes outstanding (item 23) was 
due in part to an actual increase in amount, under more liberal 
provisions regarding note issue; and in part to the decrease in total 
resources, which increased the relative importance of the notes in 
circulation. As is explained in the chapter “Bank Notes and De- 
posits/’ issuance of national bank notes was discontinued in 1935. 

The decline in amount of bills payable and rediscounts (item 33) 
was a natural result of liquidation : the banks, having collected from 
their borrowers, were able to reduce their own borrowings. The 
central Reserve city bank had succeeded in eliminating that item. 

Effects of war on bank balance sheets. War always brings an 
expansion of credit, the extent of which depends upon the amount 
of government expenditures and the proportion covered by borrow- 
ing instead of current taxation. The nature of credit expansion is 
also affected by the financial policies that are adopted, such as bor- 
rowing from banks rather than from nonbank investors. 
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While it is too early at this writing to assess the full effects of 
World War II financing, since many costs remain to be liquidated 
after the cessation of hostilities, the nature and the enormous 
amount of the credit expansion are clearly indicated. This time, 
banks in the United States contributed to war financing through the 
purchase of large amounts of government obligations, which was in 
contrast to their great expansion of loans during World War I, as 
will be seen by comparing the following table with the chart on page 
243. Of course, the amounts involved are much greater. It is also 
noteworthy that the wartime expansion of bank investments, with 
the volume of loans practically stationary, followed a decade in 
which the banks had already experienced a sharp expansion of in- 
vestments and an even sharper contraction of loans. 

The following table shows the amount and proportion of change 
in selected items of bank statements in the United States during the 
first four years of the nation’s active participation in World War II. 

INCREASE (+) OR DECREASE (-) IN SELECTED ITEMS FOR BANKS 
IN THE UNITED STATES 


(From Deo. 31, 1041 to Doo. 31, 1945) 



Commercial Banks 

Mutual Savinob Banks 


Change in 

Per Cent 

Change in 

Per Cera 


Amount 
(In £ millions) 

Change 

Amount 
(In $ millions ) 

Change 

Total loans and investments 

<+)54,808 

(+) 108.1 

(+) 3,552 

( f ) 34 *2 

Loans 

(-) 67 

(-) 0.3 

(-) 535 

(-) 10.7 

Investments 

(+)54,875 

(+) 189.2 

t+) 4,086 

<+) 74.6 

U, S. Gov't securities . . 

(+)55,770 

(+)250.0 

(+) 4,628 

(+)125.I 

Other securities 

(-) 834 

(-) H.5 

(-) 542 

(-) 30.6 

Total deposits 

(+)50,824 

(+) 79.8 

(+) 2,844 

(+) 27.0 

Interbank deposits . . . 

(+) 1,266 
(+)47,328 

(+) 11.4 



Demand deposits 

(+) 106.8 



Time deposits 

(4-) 8,239 

(+) 51.7 

(+) 2,844 

(+) 27.0 


Question* far Study end Review 

1. What determines the length of time a member bunk must wait before draw- 
ing against an item deposited for collection with its Federal Reserve bank? 

2. What are the advantages and disadvantages of accruing income and ex- 
pense items? 

3. Prepare a balance sheet for a national bank with at least five items on 
either side and having due regard to proper proportions among the various items. 

4. Make a list of the more important differences between the balanoe sheet of 
a city hank and that of a country bank. 

5. flow is pronounced improvement in business likely to affect the sue of each 
of the following items on & bank’s balance sheet: loans and discounts, invest- 
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ments, acceptances outstanding, demand deposits, reserve with Federal Reserve 
bank, bills payable and rediscounts? 

6 Summarize the effect of World War II on commercial banks and mutual 
savings banks m the United States. 


Problem 

(a) From the latest available report of the combined assets and liabilities of 
national banks m central reserve cities, calculate the percentage of each item to 
total assets 

(b) Compare your percentages with those m columns 1 and 2 of the table on 
pages 170-171 and attempt to account for any important differences noted, as- 
suming that data m columns 1 and 2 are, respectively, for the years 1928 and 
1933 
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CHAPTER 10 


Bank Notes and Deposits 


Notes and deposits compared. The public distinguishes sharply 
between bank notes and deposits. If the banking system is prop- 
erly organized and regulated, the notes of all issuing banks are 
accepted on an equal basis by everybody in the community, even 
in times of emergency. On the other hand, checks, “deposit cur- 
rency,” arc not accepted without reference to the standing of the 
maker or indorser, or both. 

Wage earners may have no choice but to accept bank notes, be- 
cause no other form of money may be available. Most people 
have no means of checking the solvency of the issuing bank, and, 
even if they had the means, they lack the ability to discriminate. 
For these reasons, the public has restricted the issuance of bank 
notes more severely than the function of accepting deposits. In 
fact, there is a tendency to grant the note-issue privilege only to 
the central bank or to a small number of banks within a given 
country. 

Notes and deposits are alike, in that both are liabilities of the 
bank. However, the modern bank note is always a demand lia- 
bility, while deposits may be payable at a specified future date, or 
after notice of specified length, as well as on demand. 

In the United States and in some other countries, checks are used 
in much greater volume than are notes, the latter being employed 
mainly for paying wages and making purchases at retail. 

Qualities of good bank notes. The most important qualities of 
good bank notes are: (1) parity, (2) safety, and (8) elasticity. 

'The notes of every issuing bank should circulate throughout the 
community at par with all other notes emitted by banka in the 
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system and with all other forms of currency used. Lack of parity, 
or limitation of par circulation to a part of the community embraced 
by the banking system, causes great inconvenience. The best as- 
surance of parity is interchangeability of all forms of currency, or 
quick and easy redemption of all forms in a standard money. Other 
means of obtaining parity are employed. For example, the notes 
of every issuing bank, alike, may be given full or partial legal tender 
power or made receivable for public dues. National bank notes 
were legal tender for debts to any national bank and for all public 
dues payable within the United States, except import duties, inter- 
est on the public debt, and redemption of the national currency. 
Later, along with all other forms of money in the United States, 
they were made full legal tender for all debts. 

There should be no doubt as to the ultimate redemption of bank 
notes. They may be a prior lien on the assets of the issuing bank, 
as were national bank notes. The deposit of specified amounts 
and types of collateral security with a public authority may be 
required by law, as has been done at various times in the United 
States; or total issues may be restricted to the amount of certain 
types of assets which the bank may own and set aside as security, 
as was formerly the case with the Bank of England. Notes may be 
guaranteed or insured. For example, the United States Govern- 
ment assumes liability for Federal Reserve notes; and notes of the 
chartered banks of Canada were insured by a circulation fund to 
which the ten banks contributed. The aggregate amount of notes 
to be issued by all banks may be limited, as was done in the national 
banking system prior to the Act of January 14, 1875; or the total 
issue of each bank may be limited on some basis, as with national 
banks and, formerly, with the Bank of France. 

Elasticity of note issue means: (1) ability to expand and contract 
sensitively with the changing requirements of business, so that there 
will be no material redundancy or scarcity of money due to seasonal 
or cyclical fluctuations in demand; and (2) ability to expand rapidly 
in a banking crisis, to counteract the tendency of the public to con- 
vert deposits into currency and then hoard the currency. 

While the qualities of parity, safety, and elasticity are usually 
mentioned in connection with bank notes or other forms of money, 
they are also requisite to a good system of deposit-and-check bank- 
ing. 

“Currency” vs. “banking” principle. The argument between 
advocates of the “currency” and “banking” principles of note issue 
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turns essentially upon the question as to whether emphasis should 
be placed upon safety or upon elasticity. The “currency” plan was 
embodied in the Peel Act of 1844, which allowed the Bank of Eng- 
land a relatively small “fiduciary” issue of notes against British 
Government bonds and required that all additional notes be cov- 
ered, pound for pound, with gold. No metallic reserve was re- 
quired against the “fiduciary” issue, since it was thought to be less 
than the minimum circulation that would always be needed by the 
country and hence would never be presented for redemption. 1 he 
variable element in the Bank’s note issue was covered by a reserve 
of 100 per cent, which admitted no doubt of the Bank’s ability to 
meet any conceivable demand for redemption. 

The “banking” school admits that such a plan provides an ad- 
mirable degree of safety but contends that, in doing so, it makes the 
note issue utterly inelastic. Gold must be imported (or produced 
domestically) and lodged with the bank before note issue can be 
increased; and such expansion of notes is without significance, since 
the gold, itself, could be coined and put in circulation. Gold is 
imported to settle a balance of payments running in favor of a 
country, a condition which normally indicates that prices are rela- 
tively low and interest rates relatively high in the gold-importing 
country. The “banking” school points out that gold importation 
and the subsequent increase in note issue under such a plan begin 
only after the scarcity of currency has developed to an acute stage 
— that currency expansion under the plan can act only as a cures for 
the disease while a truly elastic currency would serve as a pre- 
ventive. 

An elastic currency. Adherents of the “banking” school would 
have notes issued against the general assets of the banks, although 
they would not object to making the notes a prior lien or to limit- 
ing, within reason, the kinds of assets which banks of issue would 
1 m* permitted to acquire. Their argument runs thus: An expanding 
volume of business calls for an increased supply of bank notes and 
deposits. Business applies to the banks for loans, and the proceeds 
of loans, if made, are converted into bank notes or checks as re- 
quired. Banks can provide an adequate supply of notes and de- 
posits if they are permitted freely to issue both kinds of credit in 
exchange for the sound, short-term obligations of business. 

Ability to expand deposits is not enough by itself. An expansion 
in the volume of business and of bank deposits is normally aooom- 
panied by a need for increased monetary circulation. Unless banks 
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are permitted to issue notes freely, they are compelled to pay out 
reserve cash This tears the foundation from under their deposit 
liabilities and forces them to liquidate investments or call in the 
very loans which they are trying to expand in response to the 
demands of business. 

As production and trade decline during a slack season, business 
concerns pay off their bank loans, deposits are reduced, and notes 
flow back into the banks. 

Thus, says the “banking” school, a bank-note circulation that is 
based upon the general assets of the banks will expand and con- 
tract sensitively with the changing needs of business. For safety, 
this school relies upon the law, or public regulation, or the good 
judgment of bankers, to see to it that only sound assets find their 
way into the portfolios of the banks. 

The “currency” school does not trust the judgment of bankers or 
the efficacy of public regulation under a system of the kind just 
described. It points to the fact that cyclical credit expansion 
too often gets out of hand; asserts that an inflated bank-note circu- 
lation magnifies a credit boom and converts the ensuing depression 
into a panic; and concludes that a community had better accept 
the inconvenience and restraint of a “currency” plan circulation in 
good times rather than risk the paralyzing effects of an unsound 
note issue during a period of public distrust. 

History is on the side of the “currency” school; it is to be hoped 
that the future will justify the “banking” principle. Adequate 
elasticity is a quality of note issue that is sorely needed. It can- 
not be achieved under the “currency” plan. Nor can it be attained, 
with safety, under the “banking” plan until sound means of credit 
control have been devised and made effective. In the meantime, 
the wise and practical course is to compromise between the two 
principles, departing from the “currency” plan only as far as im- 
provement in credit control renders such departure safe. 

While nearly all the debate on the “currency” and “banking” 
principles has revolved around note issue, it should be realized that 
the same principles apply with equal force to deposits and checks. 
Here, too, safety should be the first consideration; here, too, elas- 
ticity is much to be desired; and here, too, elasticity, with safety, is 
difficult of attainment, for the very same reasons. 

National bank notes. For nearly fifty years (1866-1914), the 
national banks had a monopoly of bank-note issue in the United 
States. A primary object of the National Bank Act was to estab- 
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lish a market for Government bonds and provide the country with 
a sound and uniform bank currency. Immediately before the Fed- 
eral Reserve Act was passed (December 23, 1913), national banks 
could issue notes under two sets of provisions, ordinary and emer- 
gency, as follows: 

Ordinary provisions. Each national bank was required to keep 
on deposit with the Treasurer of the United States a minimum 
amount of Government bonds, depending upon the amount of its 
capital stock: $50,000, if capital stock exceeded $150,000; an 
amount not less than one-fourth of capital stock, if capital stock 
was $150,000 or less. The bank was then permitted to issue na- 
tional bank notes up to par value of the bonds on deposit, subject 
to the right of the Comptroller of the Currency to call for additional 
collateral if the market value of the bonds fell below the amount 
of notes issued against them. Additional notes could be issued 
upon the same basis against a voluntary deposit of additional 
bonds, but the total outstanding circulation of each bank was 
limited to the amount of its paid-in capital stock. 

Each bank received the interest on its deposited bonds. Its 
circulating notes were taxed at the rate of one-quarter of one per 
cent semiannually if issued against bonds paying interest at a rate 
not exceeding 2 per cent per annum, or at the rate of one-half of 
one per cent semiannually if issued against bonds paying interest 
in excess of 2 per cent per annum. The only requirement in the 
nature of a cash reserve was the redemption fund, a deposit of law- 
ful money with the Treasury to an amount not less than 5 per cent 
of the notes outstanding. This was used to retire notes presented 
to the Treasury for redemption. The notes were prepared by the 
Government; and all expenses incident thereto, as well as exjwnse 
of redemption and of shipping currency between the bank and the 
Treasury, were charged to the bank. 

If a bank wished to reduce or discontinue its outstanding circula- 
tion, it could forward its own notes to the Treasury for cancellation 
or send lawful money to the amount of notes being retired. The 
lawful money was then held by the Treasury to redeem the bank’s 
notes us they came in, and the bank’s liability for notes outstanding 
was reduced by the amount of lawful money and notes sent to the 
Treasury. A proportionate amount of lawful money in the re- 
demption fund was released. Also, the bank could at any time 
withdraw any of the bonds deposited with the Treasury which were 
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in excess of the minimum required by law and against which no 
notes were outstanding. 

Federal Reserve Act and national bank notes. The Federal 
Reserve Act contemplated the ultimate retirement of national bank 
notes and their replacement by notes to be issued by the Federal 
Reserve banks. 

National banks organized after December 23, 1913, were not re- 
quired to establish or maintain a deposit of bonds with the Treasury 
but were permitted to deposit bonds and to issue notes against 
them under the conditions described above. The requirement that 
national banks organized prior to the enactment of the Federal Re- 
serve Act maintain a minimum deposit of bonds was repealed by 
an act of June 21, 1917. Since that date, national banks have had 
the option of depositing bonds and issuing notes against them, 
subject to the other conditions outlined above and subject further 
to their ability to obtain bonds eligible to secure circulation. 

The Federal Reserve Act provided a means for the gradual reduc- 
tion of national bank circulation over a period of twenty years, be- 
ginning December 23, 1915. A national bank, desiring to retire all 
or part of its notes, was authorized to file with the Treasurer of the 
United States an application to sell for its account, at par and 
accrued interest, United States bonds securing circulation to be 
retired. The Federal Reserve Board could then require the Federal 
Reserve banks to purchase the bonds at par and accrued interest, 
and the Treasurer could use the cash realized from the sale of the 
bonds to redeem the related national bank notes as they were 
presented. 

The twelve Reserve banks were not permitted to purchase, in the 
aggregate, more than $25,000,000 of such bonds in any one year. 
Since more than $700,000,000 of the bonds was on deposit to secure 
circulation when this provision went into effect, nearly thirty years 
would have been required to liquidate the circulation by this means 
alone. As a matter of fact, operation of the plan was discontinued 
soon after the United States entered World War I, and it was not 
resumed. The Reserve banks were authorized to issue Federal 
Reserve bank notes on the basis of bonds purchased by them under 
the plan. 

Emergency provisions: the Aldrich-Vreeland Act (May 30, 
1908). Following the panic of 1007, the Aldrich-Vreeland Act was 
passed to provide (1) for the appointment of a National Monetary 
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Commission to investigate and recommend changes needed in the 
national monetary and banking system and (2) for the issuance 
of emergency currency if required during the time that would 
elapse before the reorganization could be effected. The Act was 
to have expired on June 30, 1914, but was liberalized and extended 
for an additional year by section 27 of the Federal Reserve Act; it 
was broadened further by an amendment to this section, dated 
August 4, 1914. 

Under the Act, groups of not less than ten national banks, with 
an aggregate capital and surplus of not less than $5,000,000, were 
authorized to form national currency associations. Any member 
in a group could deposit with its association approved bonds and 
commercial paper and receive emergency bank notes. No bank was 
per mi tted to receive an amount of these notes m excess of its cap- 
ital and surplus, and the aggregate for the nation was limited to 
$500,000,000. 

A 5 per cent redemption fund was required. The notes were 
taxed progressively, starting at 5 per cent per annum for the first 
month after issue and rising to the maximum of 10 per cent in the 
sixth month. The Federal Reserve Act reduced the tax to 3 per 
cent per annum during the first three months, with a progression of 
one-half of one per cent for each additional month until the maxi- 
mum of 6 per cent was reached in the ninth month. The amend- 
ment of August 14, 1914, raised the limit for each bank to 125 
per cent of capital and surplus and authorized the Secretary of the 
Treasury to extend the benefits of the Act to qualified state banks 
and trust companies which were members of the Federal Reserve 
System or agreed to join it not later than August 19, 1914. The 
Secretary was also empowered to suspend the $500,000,000 limita- 
tion upon aggregate issue. 

Following the outbreak of World War I, over $380,000,000 of 
emergency circulation was issued during the fall and winter of 
1914-1915. Because of the tax, it was retired rapidly after the 
money market was stabilized and interest rates were lowered to 
more normal levels. 

Federal Home Loan Bank Act (July 22, 1932). Monetary cir- 
culation in the United States increased by about one billion dollars 
(23 per cent) during the last half of 1931, and the high level was 
substantially maintained during the first half of 1932. National 
banks bail readied the practical maximum of circulation possible. 

mg to the limited amount of bonds bearing the circulation privi- 
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lege. Bonds issued during and after World War I were not eligible 
to secure circulation Only $674,625,630 of pre-war bonds was out- 
standing ; of this amount, $670,487,590 was on deposit to secure the 
$669,570,345 of notes issued against them on July 1, 1932. An in- 
creased demand for circulation during the autumn months was an- 
ticipated. The paid-in common capital stock of national banks on 
July 1, 1932, aggregated $1,589,685,815, so that there was a margin 
for an additional issue of about $900,000,000 m circulation as far 
as the capital limitation was concerned. 

Section 29 of the Federal Home Loan Bank Act authorized na- 
tional banks, during a three-year period ended July 22, 1935, to issue 
circulating notes against the deposit of any United States bonds 
bearing interest at a rate not exceeding 3% per cent. The general 
conditions of issue, including tax, were the same as those applying 
to notes issued against 2 per cent bonds bearing the circulation 
privilege, except that these emergency notes were not subject to 
the retirement limitation imposed on ordinary circulation by sec- 
tion 9 of the Act of July 12, 1882. This section, as amended by 
the Act of March 4, 1907, set a limit of $9,000,000 upon the amount 
of lawful money which may be deposited with the Treasurer in any 
one calendar month for the purpose of retiring national bank notes, 
with the proviso that the limitation “shall not apply to bonds called 
for redemption by the Secretary of the Treasury, nor to withdrawal 
of circulating notes in consequence thereof.” This means that no 
limit was placed upon the rate at which the emergency notes could 
be retired by Treasury initiative. 

Failure of national bank notes to expand. Despite the increased 
demand for currency which developed during the banking crisis 
of 1933, the total amount of bonds of all classes on deposit to secure 
national bank notes was, at the peak (May, 1933), less than $230,- 
000,000 above the amount which had been on deposit on July 1, 
1932, when the emergency provision was enacted. Expansion of 
national bank notes provided only a small fraction of the $1,700,- 
000,000 of additional currency that went into circulation in the 
United States during the three weeks leading up to March 4, 1933. 
Less than $100,000,000 of national bank notes was issued to banks 
against the deposit of bonds during the months of February and 
March, 1933. 

There were two principal reasons for the failure of national banks 
to take full advantage of the privilege of enlarging their circulation. 
In the first place, from 20 to 40 days elapsed between the applica- 
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tion for and the receipt of new notes, depending on whether new 
plates had to be made. This was too slow for a sudden emergency 
such as the February-March crisis of 1933. Second, most of the 
banks had substantial excess reserves after the middle of 1933, and 
note issue was unprofitable under these circumstances. No cost 
was involved in paying out surplus cash, while the issuance of a 
bank’s own notes involved the cost of procuring the notes from 
Washington, the later expense incident to redemption and can- 
cellation, and the tax on circulation outstanding. Note issue is 
profitable to a bank only when it saves the bank from paying out 
needed reserve cash, and then only if the expense of note issue is loss 
than that of replenishing reserves by other methods. 

National bank notes eliminated. On March 9, 1935, the Secre- 
tary of the Treasury announced that the 2 per cent consols of 1930 
and the 2 per cent Panama Canal bonds of 1916-1936 and 1918-1938 
would be called for redemption on July 1, 1935, and August 1, 1935, 
respectively. These issues aggregated $674,625,630 and wore the 
only bonds specifically bearing the circulation privilege. The tem- 
porary authorization for issuance of national bank notes under the 
Federal Home Loan Bank Act was also to expire on July 22, 1935. 
Together, these factors meant the elimination of national bank- 
note issue after August 1, 1935, and the cancellation of national 
bank notes thereafter as rapidly as they came into the Treasury for 
redemption. The banks were left with an authorization to issue 
notes against a deposit of bonds but with no bonds available for 
the purpose. A desirable simplification of the national currency 
system was thus effected, although the action deprived national 
banks of the occasional opportunity to make a profit by the issuance 
of circulating notes. 

Inelasticity of national bank notes. National bank-note circu- 
lation was never satisfactory, because it was, for various reasons, 
inelastic. In fact, it was often said to be perversely elastic. When 
the banks set out to acquire additional bonds against which to issue 
notes iit response to public demand, their purchases forced a rise 
in the price of bonds and thus reduced the possible profit to lie de- 
rived from the operation, or even converted it into a loss. Thus 
a desirable expansion of the currency was discouraged or prevented. 
On the other hand, a retirement of notes during a slack period left 
the banks with an investment in bonds having an abnormally low 
yield. If they tried to liquidate the investment, their sales drove 
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the price down until part or all of the profit was taken out of the 
operation. 

National bank notes not only failed to expand and contract in 
line with seasonal and cyclical variations m the need for currency 
but, as we have seen, they were also unable to respond to the critical 
demand for currency that arose in the early part of 1933. It was 
the hope and intent of the Congress that an adequately elastic cur- 
rency would be provided by Federal Reserve notes 

The deposit function. The student of banking (and the banker) 
will do well to remember that a deposit is a liability of the bank. 
Depositors, in various ways, obtain claims against the bank which 
the latter must be prepared to pay as agreed. The speed with 
which depositors exercise their claims by drawing checks, etc. — 
that is, the velocity of the deposits — determines what percentage 
of deposits must be kept in cash or its equivalent, what percentage 
can be loaned or invested safely, and what the character of the loans 
and investments should be. 

Like any business enterprise, a bank requires cash for various 
purposes. This cash comes from the sale of capital stock, from 
earnings kept in the business, from borrowing, and from deposits 
of cash and of claims on other banks (called primary deposits), 
Normally, primary deposits constitute by far the most important 
source of cash. Therefore, banks compete for primary deposits 
through the payment of interest and the rendering of various serv- 
ices to depositors. 

Services rendered to depositors, A bank agrees to keep its de- 
positor’s funds safe and to pay all or part of them to him or his 
order on demand, or at some specified time, or after specified notice, 
in accordance with the terms of the deposit contract. By permit- 
ting a depositor to draw checks, the bank reduces the risk involved 
in cash payments, provides a receipt in the form of a canceled 
check, and renders periodic statements of account along with the 
return of canceled checks which simplify the depositor’s task of 
keeping records. The bank cashes the depositor’s checks at its 
counter, makes up pay rolls, and delivers cash to armored cars for 
safe transfer to his door. For the depositor it collects checks, drafts, 
notes, and other items payable by other banks and business houses 
in the same locality or anywhere in the world. Through its 
branches, offices, and correspondents it transfers funds for him to 
any point at home or abroad. 



186 


BANK NOTES AND DEPOSITS 


A bank also gives preference to its depositors in granting loans, 
on the principle that the depositor, during his nonborrowing sea- 
son, supplies the cash on which loans to other customers are based 
and is therefore entitled to reciprocal accommodation 

The competition among banks for primary deposits, through the 
payment of interest and the rendering of numerous services without 
charge or below cost, became so severe and expensive that banks 
long ago began trying to limit it by clearing-house regulation or 
other forms of mutual agreement and by educational campaigns. 
In the United States, the Congress finally enacted legislation partly 
to limit such competition and partly to offset charges imposed upon 
them by Federal deposit insurance. 

Restriction of interest on deposits. Section 19 of the Federal 
Reserve Act was amended by the Banking Act of 1933 and sub- 
sequent legislation to provide: 

(1) That no member of the' Federal Reserve System “shall, 
directly or indirectly, by any device whatsoever, pay any interest 
on any deposit which is payable on demand.” Exceptions to this 
restriction were made in the eases of (a) any certificate of deposit 
or contract in effect on June 16, 1933; (b) any deposit payable only 
at an office located outside the States of the United States and the 
District of Columbia; and (c) until August 23, 1937, any deposit 
made by a savings bank and any deposit of public funds or trust 
funds if the payment of interest on such public deposits was re- 
quired by Btate law. 

(2) That “the Board of Governors of the Federal Reserve Sys- 
tem shall from time to time limit by regulation the rate of interest 
which may be paid by member banks on time and savings deposits, 
and shall prescribe different rates for such payment on time ami 
savings deposits having different maturities, or subject to different 
conditions respecting withdrawal or repayment, or subject to dif- 
ferent conditions by reason of different locations, or according to 
the varying discount rates of member bankB in the several Federal 
Reserve districts.” It will be noted, first, that the Board is re- 
quired, ami not merely authorized, to limit the rate and to prescribe 
different rates. Second, there may be a question as to whether the 
phrase “shall prescribe different rates, etc.,” may not, if interpreted 
literally, require the Board to fix the exact rates to be paid and not 
merely to fix the maximum rates. Thus far, the Board has pre- 
scribed only the maximum rates and these only on a uniform nation- 
wide basis. 
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(3) That “no member bank shall pay any time deposit before its 
maturity except upon such conditions and in accordance with such 
rules and regulations as may be prescribed by the said Board, or 
waive any requirement of notice before payment of any savings de- 
posit except as to all savings deposits having the same require- 
ment.” Deposits payable only at an office of the bank located out- 
side the States of the United States and the District of Columbia 
are exempted from this rule. 

The performance by a member bank of free services that are 
tantamount to payment of interest on demand deposits or a rate in 
excess of the maximum allowed on time and savings deposits is 
held to be forbidden by this section of the Act. Insured non- 
member banks are similarly restricted by the Federal Deposit In- 
surance Corporation. 

Analysis of depositors’ accounts. In increasing numbers, banks 
are analyzing depositors’ accounts to determine whether the bal- 
ances maintained are sufficient to support the activity of the ac- 
counts and to assess adequate charges when balances are deficient. 
A common method of analysis is illustrated by the following, based 
on one month’s activities: 


Average daily ledger balance $3,642.50 

Deduct: average daily amount of funds m process of collection 796 40 


Average daily collected funds . . . .... . . $2,846 1C 

Deduct: necessary cash reserves and till money 483.84 


Amount of balance available for investment $2,362 26 

Earning rate to be applied (3% per annum) .0025 


Income earned on available balance $ 5 91 

Cost of service on account: 

72 checks drawn against account (at 5^) , . ,♦ $3,60 

168 checks and other items deposited (at 3*0 . . 5.04 

Miscellaneous costs of account 

Account maintenance 2.60 


Total cost of service on account 11.24 


Excess of cost over income earned (billed to depositor) $ 5.33 


The rate of earning applied, the costs of handling items, and the 
charge for account maintenance will vary among banks and will 
vary from time to time in the same bank. Some such method of 
metering the services rendered on accounts makes for equitable 
treatment of all depositors in accordance with the work they expect 
the bank to do for them, provided the charges are reasonable. It 
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would seem that depositors who maintain balances more than ade- 
quate to cover their costs should receive some interest on their ex- 
cess b alan ces, but this is forbidden by present law in the case of 
demand deposits, to compensate banks for their expense in connec- 
tion with the insurance of deposits. If the depositor is also a 
borrower, he may be compensated by a preferential rate on his 
loans. There is no relief for the non-borrowing demand depositor. 

Because of the expense involved in making analyses, most banks 
do not subject small household accounts to a “metered” charge but 
make a flat charge each month when the average daily balance falls 
below an arbitrary minimum. Some banks have a scale of charges 
which vary with the average daily balance maintained. Another 
practice, which seems to be gaining headway among the banks, is 
to base the monthly analysis on the lowest balance instead of the 
daily average, thus increasing the net charge and reducing the cost 
of analysis. 

Protection to depositors in the United States. As noted above, 
depositors in commercial banks have generally been given less pro- 
tection than have noteholders in the United States. National bank 
notes were a prior lien on the assets of the issuing bank in addition 
to being secured by a deposit of United States Government bonds. 
Such protection as has been provided for depositors has, in the 
main, taken the forms of a minimum legal reserve requirement and 
certain legal restrictions upon the loan and investment policies of 
the banks. 

Depositors who are also borrowers are allowed to offset their de- 
posit balances against their direct liabilities to failed banks, but not 
against their indorsed receivables which they have discounted with 
such banks. From the viewpoint of the borrowing depositor, the 
principle of offset seems fair enough, but to the remaining depositors 
it has some aspect of injustice. Depositors A, B, and C deposit 
$100,000 in a bank and borrow nothing. After $10,000 is set aside 
as reserve, the remaining $90,000 is available for making loans and 
investments. Another group of depositors, X, Y, and Z, each of 
whom has $6,000 on deposit, borrows the $90,000, each taking a 
loan of $30,000 and checking it out at once. Immediately there- 
after the bank fails and in liquidation pays its depositors 60 cents 
on the dollar. Each of the borrowers receives full credit for his 
$6,000 balance as an offset. X pays back the remaining $24,000 of 
his loan, Y can pay only $16,000, and Z can pay nothing. Deposi- 
tors A, B, and C get back the $40,000 repaid by X and Y plus $20,- 
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000, while the remaining assets are consumed by receiver’s fees. 

Depositors A, B, and C feel that X should have been required to 
pay back the full $30,000 he borrowed, if able to do so, and then 
share pro rata with them in the recovery of his deposit out of the 
net funds available for distribution. X, of course, feels that in 
reality he contributed at the outset $6,000 of the $30,000 he bor- 
rowed and therefore should repay only $24,000, and it is on this 
theory that the offset is allowed by law. The only protection avail- 
able to A, B, and C under the present law is to be sure of having at 
least as much borrowed as they have on deposit at the time the bank 
fails. 

Guaranty and insurance of deposits. Various plans for the 
guaranty or insurance of deposits had been tried in the United 
States and abroad before Federal deposit insurance was enacted in 
1933. As early as 1829, New York established the Safety Fund 
System, which at first covered deposits as well as notes. However, 
numerous bank failures in the succeeding decade demonstrated that 
the Fund was insufficient to cover both types of liabilities, and 
protection was withdrawn from deposits. On numerous occasions 
in the United States and elsewhere, strong banks have taken over 
weaker institutions that were about to fail and assumed the liability 
for their deposits, thus providing a sort of voluntary guaranty. 
Various governments have, in times of emergency, guaranteed the 
deposits of important banks, the failure of which would have 
meant national disaster. 

Insurance companies have in the past also insured deposits in 
limited amounts, usually limited to a maximum of $5,000 for a 
single depositor. 

State guaranty of deposits. During the decade following the 
panic of 1907, eight States adopted some plan of deposit guaranty 
or insurance, and all of them were unsuccessful. The States, with 
the years in which the plan was adopted, were Oklahoma (1907), 
Kansas (1909), Nebraska (1909), Texas (1909), Mississippi (1914), 
South Dakota (1915), North Dakota (1917), and Washington 
(1917). 

In general, each of these plans involved a sort of mutual insurance 
among the State-chartered institutions within a single State, na- 
tional banks being forbidden by Federal law to participate. The 
contribution required of each participating bank was a percentage 
of deposits and was not graduated according to variations in the 
risk involved. When the fund was drawn down by failures, the 
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banks were required again to make annual contributions, in a lim- 
ited percentage of deposits, until it was restored. Some of the 
funds issued interest-bearing obligations to pay depositors in failed 
banks, and some of these obligations are still outstanding and are 
being quoted at only a small fraction of their face value. None of 
the State plans was able to function satisfactorily when faced with 
numerous bank failures in years when crops failed or when crop 
prices suffered a serious decline. All of them have been repealed 
or allowed to become moribund. 

The State deposit insurance plans failed for various reasons. It 
will be noted that most of them were tried in farming States. Be- 
ing confined to a single State, there was too little opportunity for 
the constituent banks in each fund to diversify their risks, so that a 
single crop failure closed numerous banks and brought disaster to 
the fund. Furthermore, the existence of deposit insurance made 
depositors less critical of the banks and led them to deposit care- 
lessly in whatever bank offered the most inducements. This in- 
creased competition among banks, especially on the part of those 
under aggressive and speculative managements, and encouraged the 
entrance of new banks into the field. The number of banks in 
States with deposit insurance increased out of proportion to the 
remainder of the country. Where participation in the fund was 
not compulsory, the stronger and more conservative banks refused 
to join; where it was compulsory, many of these banks escaped by 
surrendering their State charters and entering the national banking 
system. 

Undue concentration of risk, over-expansion of banking facili- 
ties, with attendant excessive competition for business, and with- 
drawal of stronger banks were the chief factors that caused the 
State plans to fail. 

Federal deposit insurance. Federal deposit insurance was pro- 
vided for by section 8 of the Banking Act of 1933, which was 
incorporated as section 12B in the Federal Reserve Act. The Act 
contemplated the inauguration of a permanent insurance plan on 
July 1, 1934, but provided a Temporary Federal Deposit Insurance 
Fund which was to be effective from January 1, 1934, until the 
permanent plan could be placed in operation. Succeeding legisla- 
tion postponed the institution of the permanent plan and continued 
the Temporary Fund, with some modification, until August 23, 
1935, when the Banking Act of 1935 became effective. 
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The Federal Deposit Insurance Corporation. In accordance 
with the provisions of the Banking Act of 1933, the Federal Deposit 
Insurance Corporation was organized on September 11, 1933. The 
Corporation is managed by a board of three directors, one being the 
Comptroller of the Currency and two being appointed by the Presi- 
dent by and with the advice and consent of the Senate. Its 
capital stock is owned entirely by the United States Treasury and 
by the Federal Reserve banks. The Treasury purchased $150,- 
000,000 of stock, and the Reserve banks were required to purchase 
an amount equal to one-half of the surplus of each Reserve bank 
as at January 1, 1933, or $139,299,556 99, making a total capital of 
$289,299,556.99. The Corporation is authorized to issue obliga- 
tions in a par amount aggregating not more than three times the 
sum of its paid-in capital stock and the amount collected as assess- 
ments on insured banks during the year 1936. 

Money of the Corporation not otherwise employed must be in- 
vested in the obligations of, or in obligations guaranteed as to 
principal and interest by, the United States, except that temporary 
deposits may be made with the Federal Reserve banks or with the 
Treasurer of the United States. 

Beginning January 1, 1934, the Corporation insured the deposits 
of its member banks through the Temporary Fund. 

The Temporary Federal Deposit Insurance Fund. All member 
banks in the Federal Reserve System were required to become 
“members” of the Federal Deposit Insurance Corporation, and 
State-chartered banking institutions were permitted to join subject 
to examination and acceptance by the Corporation. The maxi- 
mum loss insured for each depositor in a single bank was, in the 
beginning, $2,500, but this was increased to $5,000. Each insured 
bank was required to subscribe to the Fund an amount equal to one- 
half of one per cent of its insured deposits and to pay in one-half 
of this amount at once. It was also liable for additional assessment 
up to the amount of its original subscription if the losses of the 
Fund should require such assessment prior to inauguration of the 
permanent plan. A procedure was established for settling the 
claims of insured depositors in the event of a bank failure similar to 
that described below under the permanent plan. 

The Permanent Insurance Fund. The balance in the Tempo- 
rary Fund was merged into the Permanent Insurance Fund when 
the latter was established, said the Corporation was authorized to 
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establish a separate “Fund for Mutuals” through which to insure 
such mutual savings banks as might apply for membership in this 
Fund and be accepted upon examination by the Corporation. 
Banks insured in the Temporary Fund were automatically included 
in the Permanent Fund, and provision was made for future admis- 
sion of non-member State institutions upon application and ap- 
proval. New national banks and new members of the Federal 
Reserve System are required to join. 

The maximum insurance for a single depositor in one bank was 
kept at $5,000, but a depositor can obtain additional insurance by 
depositing in more than one bank, as was also possible under the 
Temporary Fund. Trust funds held by an insured bank in a 
fiduciary capacity are insured up to $5,000 for each trust estate, 
whether the funds are held in the bank itself or in another bank, 
and such insurance of trust funds is in addition to that of other 
deposits of the owner or beneficiary. The insurance applies only 
to deposits made available for withdrawal after March 10, 1933. 

An insured bank is required to file with the Corporation two 
statements in each year (before January 15 and July 15) showing 
for the preceding six months the amount of its assessment base and 
the amount of assessment due. Assessment is at the rate of one- 
twelfth of one per cent per annum, except that the Corporation may 
fix a lower rate in the Fund for Mutuals. The assessment base is 
the average for six months of the bank’s deposit liability less uncol- 
lected items which are included and credited subject to final pay- 
ment. Thus a bank, under the Permanent Fund, contributes a 
percentage of its total collected deposits, and not of insured deposits 
only, as was the case under the Temporary Fund. This change 
obviously works to the disadvantage of large city banks whose 
depositors have large accounts. 

The Act of April 13, 1943, suspended, until six months after the 
cessation of hostilities in World War II, the payment of deposit 
insurance assessments on United States Treasury deposits resulting 
solely from subscriptions for United States Government obligations. 

Any insured bank that is not a member of the Federal Reserve 
System may terminate its status as such upon 90-days’ written no- 
tice to the Corporation and upon notice to its depositors by publi- 
cation or otherwise. The Corporation may require any insured 
bank to withdraw, after notice and hearing, if the bank is found 
guilty of violating the law or of unsafe and unsound practices. 
Upon voluntary or involuntary withdrawal, a national bank is re- 
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quired to surrender its national charter and a State-chartered mem- 
ber of the Federal Reserve System forfeits such membership. 

If an insured bank fails, the Corporation is to make payment of 
insured deposits as soon as possible. The Corporation may deposit 
funds for this purpose in another insured bank. Before payment it 
requires a proof of claim and is subrogated to the rights of the 
depositor against the closed bank. The Corporation is appointed 
receiver of all closed national and District of Columbia banks and 
must accept such appointment in the case of insured, State-chartered 
institutions if tendered under State law by properly constituted 
authority. 

The Corporation is authorized, at its discretion, to organize a new 
bank in the same locality as that of a closed insured bank, and may 
make loans to such closed banks and negotiate for their reopening. 
A new bank organized by the Corporation is not required to have 
any capital stock paid in at the outset, but must operate on a re- 
stricted basis until it is either wound up or organized under the 
general requirements of the National Bank Act. 

Certain data regarding the Corporation are published monthly in 
the Federal Reserve Bulletin, and detailed reports are submitted to 
the Congress annually. 

Expansion power. A bank’s ability to expand loans and invest- 
ments, or to make expenditures for any purpose, is based upon its 
excess reserves. The extent to which a bank can expand upon the 
basis of a given amount of excess reserve cannot be calculated in 
advance, because there are certain variable factors which cannot be 
anticipated accurately in a given case. However, it is helpful to 
know what those factors are and how they operate. Therefore, 
solely for illustration and without any pretense of presenting a 
typical or average situation, certain assumptions are made below 
for the purpose of explaining the general manner in which loan and 
investment expansion works out in a given bank and in the banking 
system as a whole. 

(1) Immediate cash withdrawal. When a borrower comes to 
the bank for a loan, he usually expects to use the funds immediately 
or in the near future. However, banks commonly require bor- 
rowers to maintain a deposit balance in reasonable proportion to the 
loan. If the borrower has no balance or an inadequate balance at 
the time the loan is made, he will be asked to leave part of the 
proceeds with the bank as a deposit. 

(2) J Redeposit of withdrawn cash. Some of the checks which the 
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borrower draws against the bank will go to the people who deposit 
in the same bank and will therefore be redeposited m the lending 
bank. Assume that 10 per cent of withdrawals are thus redeposited. 

(3) Compensating balance. Banks in increasing numbers are 
requiring borrowers to maintain what is termed a compensating 
balance. The practice probably originated with the thought that a 
borrower, during his non-borrowing period, should maintain a 
balance so that the bank could use it in accommodating other bor- 
rowers whose balances would, in turn, be available for loans to the 
first borrower when he later needed accommodation. The bank 
thus acts as an agency for accumulating funds which are tempo- 
rarily idle and lending such funds until their real owners again 
require them. 

The custom of requiring the borrower to maintain a “compen- 
sating” balance also during the time when he is in debt to the bank 
is primarily a means of obtaining interest income in excess of that 
which would be paid at the stated rate on the amount actually ad- 
vanced. For example, if a customer borrows $100,000 at 5 per cent 
and leaves $20,000 on deposit, he pays $5,000 per year for the use of 
$80,000, and his effective rate is then 6.25 per cent. Assume for our 
purpose that 20 per cent of every loan is left as a compensating 
balance. 

(4) Required reserve. Since a loan or investment may result 
in an increase in the deposits of the lending bank, it also may require 
a proportionate increase in the bank’s reserve. Assume that a 15 
per cent reserve is required, either by law or by good banking 
judgment, against deposits. 

(5) Deposits in other banks. If one bank loans $1,000, and re- 
tains only part of the proceeds on deposit, the remainder of the 
amount loaned must show up as a deposit in other banks, unless 
there is (a) a resulting increase in currency in general circulation 
or (b) an exportation of currency. Save for these two exceptions, 
it is axiomatic that any expenditure of a bank for making loans or 
investments, or for any purpose whatsoever, will result in an equal 
increase in deposits somewhere in the banking system. 

On the basis of the above assumptions, we can now estimate how 
the making of a $1 loan will affect the balance sheets of (a) the 
lending bank and (b) the banking system as a whole. The num- 
bers in parentheses refer to the numbered assumptions above upon 
which the related calculation is based. 
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Amount checked out (3) 

Less amount redeposited m lending bank (2) 

Net cash withdrawn. . , 

Increase m deposits ( - Amount loaned minus 
net cash withdrawn) ... 

Reserve required against increase m deposits (4) 

Total excess reserve required to loan $1 
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Single Bank 
$80 
.08 

Banking System 
$80 
.80 

$72 


• • 

$.28 

042 

$1.00 

$.15 

$.762 


$.15 


On the basis of the assumptions made, it appears that a single 
bank can, in the first instance, lend $1 for every $.762 it has in 
excess reserves and that the banking system as a whole can lend $1 
for every $ 15 in excess reserve. 

If a bank, or the banking system, should expand investments 
instead of loans, the effect would be the same in principle but would 
differ in detail as follows: 


Effects of investing $ 1 

Amount checked out . ... 

Less amount redeposited in investing bank (2) 

Net cash withdrawn 

Increase in deposits ( “ Amount invested minus 

net cash withdrawn) 

Reserve required against increase in deposits (4) 

Total excess reserve required to invest $1 


Single Bank Banking System 


$1.00 


$1.00 


.10 

$.90 

1.00 


$ .10 

.015 

$1.00 

$.15 


$.915 


$.16 


It will be noted that, as far as the banking system as a whole is 
concerned, the expansion power is the same whether loans or in- 
vestments are chosen as the medium of expansion and that the theo- 
retical expansion power of the banking system is the reciprocal of 
the reserve ratio. 

It will also be noted that when one bank expands its loans or 
investments, it inevitably increases the deposits in other banks in 
the system. And those deposits in other banks are, to them, pri- 
mary deposits, which means that they increase the excess reserves 
in those banks by an amount equal to the difference between the 
deposit and the reserve required against it. This fact has an impor- 
tant bearing upon the problem of bank management and of credit 
control. 
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When Bank A takes the initiative in increasing its expenditures 
for any purposes and thereby increases the deposits and excess re- 
serves in Bank B, the latter is under strong pressure to use the 
added reserve in some income-producing activity, such as the mak- 
ing of loans or investments. Failure to do so may bring criticism 
from three sources: (a) from the stockholders, because they want 
earnings and dividends; (b) from B’s customers, who desire accom- 
modation at reasonable rates of interest; and (c) from the general 
public, which may accuse the bank of blocking business progress. 
Thus every bank is under pressure to go along with other banks 
when the banking system generally is expanding loans and invest- 
ments. 

While a bank is under pressure to follow other banks in an ex- 
pansion movement, it is under compulsion to follow when contrac- 
tion of bank credit gets under way. A reversal of the preceding 
tables will show that when Bank A needs to add $.762 to its excess 
reserves, it must liquidate $1.00 in loans. This liquidation will 
draw reserve cash from other banks and force them, in turn, to 
liquidate unless they have excess reserves with which to meet the 
withdrawal. The banking system as a whole must liquidate $1 in 
loans or investments for every 15^ that is to be added to cash re- 
serve, if the reserve ratio is 15 per cent; that is, the factor of 
liquidation required will be the reciprocal of the reserve ratio. 

The compulsion upon a single bank to liquidate when the system 
is liquidating is indeed so strong that a wise banker will not be 
satisfied to follow the lead of other banks but will attempt to get 
ahead of them so as to get the highest possible realization from his 
assets. The slow banker loses his bank. 

Because of the pressure to follow during an expansion period and 
the compulsion to liquidate in a contraction period, it is vitally 
important that some means of credit control be developed to keep 
expansion from getting out of hand and that some adequate means 
be found to cushion the liquidation when it begins. 


Questions for Study «nd Review 

1. Why has the public restricted the note-issue function more severely than 
the function of accepting deposits? 

2. State and explain the qualities of good bank notes. 

3. Compare critically the “currency” and “banking” principles of issue. 

4. Explain the present legal and actual status of the national bank note. 
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5. Why did national banks fail to issue notes to the maximum allowed by the 
Federal Home Loan Bank Act of 1932? 

6. How is the payment of interest on bank deposits restricted in the United 
States? Why is this restriction imposed? 

7. Explain the principle of offset 

8 Describe the Federal deposit insurance plan as it is now operated. 

9 Explain how credit expansion power is determined (a) for an individual 
bank, (b) for the banking system 


Problems 

1 On the basis of the following data given for one month, analyze the deposi- 
tor's account and calculate the amount by which it is profitable or unprofitable 
to the bank: 

Average daily ledger balance, $63,28180; funds in process of collection aver- 
age 10 per cent of the ledger balance, necessary cash reserve and till money is 
15 per cent of the collected funds, bank earns 2 per cent per annum on funds 
loaned and invested, 306 checks are drawn against the account, and 802 checks 
are deposited m the account; cost of maintaining the account is $2 25 per month. 

2. Assume: (a) that there are 10 banks of equal size m a banking system and 
that each will receive 10 per cent of any checks that are deposited m the coun- 
try; (b) that 80 per cent of every loan is immediately checked out and rede- 
posited m the system, the remaining 20 per cent being left on deposit with the 
lending bank; (c) that the reserve requirement is 20 per cent of deposits 

(A) Now, if bank Number One lends $100,000, what will be the resulting 
changes: (1) m its own balance sheet; (2) m the balance sheet of each of the 
other nine banks; (3) m the combined assets and liabilities of the ten banks? 

(B) If bank Number One sells to individuals $100,000 of bonds, receiving 
checks m payment, what will be the resulting changes: (1) m its own balance 
sheet; (2) m the balance sheet of each of the other nine banks; (3) in the com- 
bined assets and liabilities of the ten banks? 

(C) How and to what extent will the excess reserve of bank Number One 
be affected by the transaction described in (A) above; by the transaction 
described in (B) above? 

(D) How and to what extent will the excess reserve of bank Number Two 
be affected by the transactions described m (A) and (B) above? 
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CHAPTER 11 


Loans and Discounts 


Management of funds. The most important function of a com- 
mercial banker is to manage properly the funds which are entrusted 
to his care by stockholders and depositors. In the performance of 
this function he is called upon to serve various interests which often 
appear to be in conflict with one another. 

Stockholders rightfully expect a reasonable return on their in- 
vestments. Moreover, failure to pay dividends will make it diffi- 
cult in the future to obtain capital for starting new banks as needed, 
or for strengthening established institutions. When current earn- 
ings are unsatisfactory, the management, unless it controls a ma- 
jority of the stock, may be ousted. One of the tests of bank man- 
agement is ability, in uncertain times, to retain the support of 
stockholders while a conservative and apparently unprofitable loan 
policy is being pursued. In the long run a bank, like any business 
concern, must either show a profit or cease to function. 

Depositors justly demand that the bank must keep their funds 
safe and be prepared to repay them as agreed. This practice at 
times requires a high degree of liquidity that will not permit large 
current earnings or an easy loan policy. 

The general public expects the bank to keep in sound condition 
and, at the same time, to lend at reasonable cost an amount ade- 
quate to satisfy the legitimate short-term financing requirements of 
business and agriculture. There are different opinions as to what 
“legitimate” requirements are at any particular time. Public opin- 
ion exerts pressure upon bank management in numerous ways, in- 
cluding governmental regulation and control, 
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The government, which licenses banks to do business and regu- 
lates their activities in various ways, also expects them to invest 
liberally in its obligations, especially in times of emergency. This 
practice has become increasingly true of governments generally, 
including that of the United States. 

While these various interests appear to be in conflict at times, 
they must be harmonized in the long run, or all will lose. It is the 
banker’s difficult task to reconcile them from day to day as best he 
can. 

Character of deposits. A bank’s loan and investment policy is 
greatly influenced by the character of its deposits. A large per- 
centage of stable time deposits relieves some of the pressure to 
maintain a high degree of liquidity. However, time deposits in the 
commercial banks of the United States have frequently proved to 
be almost as unstable as demand deposits. 

The bank with many depositors of moderate-size accounts may 
enjoy greater stability and be less subject to unexpected, heavy cash 
withdrawals than the bank whose deposits come from relatively 
few big depositors. On the other hand, certain types of small de- 
positors may be more easily stampeded into runs. Fickle deposi- 
tors and volatile deposits require a high degree of liquidity in a 
bank’s assets. 

Deposits may vary widely with the seasons. This condition is 
especially true of banks at pleasure resorts and in one-crop agricul- 
tural districts. Nearly every bank experiences seasonal variations 
in the amount of its deposits. Regularly recurring withdrawals 
can be foreseen and provided for by arranging loan and investment 
maturities to correspond with the demands for cash. 

Business cycles. A loan and investment policy must also take 
account of business cycles. Demand for loans is slack during a 
business depression; hence, at this time funds accumulate in banks. 
These must be invested or allowed to remain idle. As recovery 
gets under way, banks put their idle funds to work and also liqui- 
date investments in order to accommodate their regular customers 
with loans. When recovery turns into a boom and as the boom 
progresses, banks must exercise increasing care lest they be caught 
in an overextended condition and forced, in adverse circumstances, 
to liquidate both loans and investments. 

It is said that banks, as a group, have the duty to prevent over- 
expansion of business by restricting credit within proper bounds; 
that each bank, similarly, should protect its customers as well as 
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itself ; and that, if banks perform this duty, there will be no over- 
expansion of business and hence no reaction. All of this theory 
sounds well, but, unfortunately, no means of preventing credit ex- 
cesses in the banking system have thus far proved adequate in 
practice. Consequently each bank must take its own precautions 
to guard against losses brought on by the mistakes of other banks 
as well as by its own errors. 

A banker cannot acquire complete immunity from loss during 
panics and depressions without liquidating most of his loans and 
investments m advance To do this, he must have not only excep- 
tional foresight but rare courage, for his borrowers will call him 
hard-hearted, his stockholders will cry for continued earnings, and 
the general public will accuse him of contributing to the depression. 

Customers’ demands. A bank’s loan policy is necessarily af- 
fected by the nature of its customers’ demands for accommodation. 
In some localities the demand for loans is rarely sufficient to employ 
all of the deposits of the community; moreover, banks anywhere 
are likely to have excess funds during certain months in each year. 
These idle funds must be loaned to other than regular customers of 
the bank, or invested. Such shifting of loans from one community 
to another where the need is greater, at least for the time being, is 
socially desirable, provided there is adequate means of testing 
credit. A bank with widely distributed branches, like the char- 
tered banks in Canada, has a decided advantage in this respect. 

Customers’ loans are not always so liquid as they appear. If a 
borrower finds it impossible to pay as originally agreed, there is 
often nothing for the banker to do but extend the loan. This pro- 
cedure is especially likely to take place where the business life of a 
community depends mainly upon a single industry or orop. A 
bank, in order to assure adequate liquidity among its assets, must 
therefore limit customers’ loans to a reasonable proportion of its 
total loans and investments. The proper proportion will vary 
among different banks according to varying needs for liquidity and 
differences in the prevailing character of customers’ loans. 

A bank with numerous borrowers in widely diversified lines of 
business can safely plaoe in customers’ loans a relatively large per- 
centage of its assetB. Diversification of risks among various types 
of borrowers not only makes for safety but causes an orderly flow 
of funds into and out of the bank. Since borrowing seasons vary 
in different lines of business, one group can pay off its loans and 
thus release funds for the accommodation of others. 
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Self-liquidity vs. shiftability. Certain, loans are said to be self- 
liquidating, because the borrowers use the funds to acquire or pro- 
duce assets that will be sold to realize cash with which to repay the 
loans at maturity. Such loans, with maturities arranged to coin- 
cide with the bank’s need for cash, are an ideal employment for 
commercial banking funds. 

When maturing loans and investments fail to provide a bank with 
as rapidly as needed, it becomes necessary to sell some of the 
assets or borrow against them. The assets are thus shifted to other 
investors or lenders instead of being liquidated at maturity in the 
normal course of business. This practice is satisfactory for the in- 
dividual bank as long as it can be sure of shifting assets in an emer- 
gency without taking an undue loss. But commercial banks as a 
group cannot rely upon the market, except to a limited extent. 
They are themselves an important part of the market; their loans 
and investments support it. If they withdraw as lenders and in- 
vestors, and attempt to liquidate in wholesale fashion, the very 
bottom drops out of the market. 

Since the banking system cannot, as a practical matter, suddenly 
shift a large part of its salable assets to the general public, commer- 
cial banks should limit themselves largely to self-liquidating loans 
and discounts, and should refrain from employing excessive 
amounts in purchasing, or lending against, securities. 

Need for shiftability. Any individual bank will at times be con- 
fronted with unexpected cash withdrawals in excess of incoming 
funds. This condition will occur regardless of how carefully the 
bank may estimate future cash receipts and withdrawals and re- 
gardless of whether it limits itself to what it judges to be self- 
liquidating assets. Therefore, some method of shifting will be 
necessary from time to time. 

Experience indicates that the same situation holds for all com- 
mercial banks, taken as a whole. Bankers are human, and opti- 
mism is contagious. It spreads from customer to banker, and back 
again. Alternating booms and depressions are likely to continue 
in some degree, even though better control is developed. Loans 
that appear to be self-liquidating when made, will turn out to be 
frozen or even worthless. Apparently conservative decisions made 
in a time of prosperity will, in the light of a succeeding depression, 
seem to have been foolhardy. Until a corps of bloodless robots can 
be bred to officer our banks, bankers will continue to make mistakes. 

Errors of over optimism are not confined to the making of invest- 
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ments. Applicants for loans can be as convincing as the most mas- 
terful bond salesmen. True, the banker is usually better informed 
about his customers’ affairs than about the bonds that he is asked 
to buy, but this special protection is too often offset by such factors 
as personal interest and friendship, local pride, or pressure which 
the local borrower can bring to bear. 

If these assumptions are true (and no banker can thus far safely 
assume otherwise), each bank must prepare itself against the pos- 
sibility that banks generally will, from time to time, be compelled 
to shift some part of their assets 

Influence of central bank policy. In an emergency, a bank may 
obtain help from a central bank (Federal Reserve bank, in the 
United States) if the member bank has assets which are acceptable 
for purchase or discount at the central institution Conservative 
banks therefore place a substantial part of their funds in assets of 
this kind. 

A Federal Reserve bank may refuse to accommodate a particular 
bank, even though it offers eligible assets for sale or discount, or as 
security for loans, on the ground that the applicant bank is not 
conducting its affairs in a satisfactory manner or has already re- 
ceived more than its share of accommodation. With a threat of 
such refusal, Reserve authorities may exercise great influence upon 
the policy of a bank that anticipates a need for help 

Changes in the rediscount rates of Reserve banks alter the costs 
of accommodation to member banks. A rising rate at a Reserve 
bank puts member banks on notice that their costs of borrowing 
will be higher, and influences them to raise their own rates and thus 
discourage their customers from borrowing. 

Reserve banks, in fixing their rates, may discriminate among 
various kinds of paper offered by member banks, and thus penalize 
or favor certain types of loans in comparison with others. For ex- 
ample, Reserve banks have, on occasion, charged higher rates on 
paper maturing more than sixty days after rediscount than on 
shorter maturities; also, they have favored loans secured by United 
States Government obligations over ordinary commercial loans. 
This discrimination was calculated to influence the loan and in- 
vestment policy of member banks, and it had that effect. Rate 
discrimination in favor of advances secured by obligations of the 
United States was put into effect by some Federal Reserve banks in 
1939 and by the remainder in 1942. 

By liberally purchasing acceptances and United States Govern- 
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ment obligations in the open market, Reserve banks pour loanable 
funds into the market, reduce interest rates, and encourage banks 
to expand their loans and investments. Conversely, Reserve banks 
tighten the money market when they sell Government obligations. 

A later chapter will indicate various ways in which Reserve au- 
thorities may influence member-bank loan policies. It is their duty 
to wield this influence in the best interest of the banking system 
and of the public as a whole. 

Governmental regulation. Federal and state laws restrict in 
various ways the lending operations of commercial banks. Certain 
Federal restrictions apply only to national banks; others apply 
also to state banks and trust companies which are members of the 
Federal Reserve System. While many of the state restrictions are 
patterned somewhat after the Federal laws, they are in general less 
severe 

Prohibited loans. .N o member bank may lend against, purchase, 
or hold its own shares, except when necessary to prevent loss upon 
a credit previously granted in good faith. Any shares thus ac- 
quired must be sold within six months. 

No member bank, or any of its officers, directors, or employees, 
may lend or make a gift to any bank examiner who examines or is 
authorized to examine the bank. 

No member bank may make a loan of more than $2,500 to any of 
its executive officers. If an executive officer of a member bank be- 
comes indebted to any other bank, he must make a written report 
to the board of directors of his bank, stating the date, amount, ma- 
turity date, purpose of the loan, and the security pledged against it. 

Regulation of interest rate on loans. When the law of a state, 
territory, or district fixes a maximum legal rate of interest, this 
restriction applies to the banks chartered under that jurisdiction, 
except where a different rate is provided for banks. 

Maximum legal rates chargeable by national banks are deter- 
mined by three sets of circumstances: 

(1) A national bank may charge interest at the rate allowed by 
the law of the state, territory, or district where the bank is located; 
or at a rate one per cent in excess of the discount rate on 90-day 
commercial paper in effect at its Federal Reserve bank, whichever 
is greater. 

(2) Where the law of a state allows a different rate to banks 
chartered under its jurisdiction, national banks may charge the 
same rate. 
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(3) When no rate is fixed by the state, territorial, or district law, 
a national bank may charge 7 per cent; or one per cent in excess of 
the discount rate on 90-day commercial paper in effect at its Fed- 
eral Reserve bank, whichever is greater. 

Under Federal law, the discount of a bona fide bill of exchange at 
not more than the current rate of exchange for sight drafts, in ad- 
dition to the interest, is not considered usury. Also, in addition to 
the maximum legal rate, a borrower may agree to pay and a bank 
may collect for certain expenses of preparation of papers, credit 
investigation, examination of title, inspection of property, and so 
forth. 

A national bank making a usurious charge is liable to forfeiture 
of the entire interest; and, when a usurious charge has actually 
been paid by the borrower, he may recover twice the entire interest 
paid. 

Regulation of secured loans. Restriction of real estate loans is 
described in the chapter “Bank Investments.” Certain other types 
of secured loans are regulated in various ways. 

The Board of Governors of the Federal Reserve System, upon 
the vote of six or more members, may fix, from time to time for 
each Federal Reserve district, the maximum percentage of indi- 
vidual member bank capital and surplus which may be loaned on 
“stock or bond collateral,” and may change the limit on ten days’ 
notice. 

The Board may also “direct any member bank to refrain from 
further increase of its loans secured by stock or bond collateral for 
any period up to one year under penalty of suspension of all redis- 
count privileges at Federal Reserve banks.” 

Whenever, in the judgment of the Board of Governors, any mem- 
ber bank is making undue use of bank credit “for the speculative 
carrying of or trading in securities, real estate, or commodities, or 
for any other purpose inconsistent with the maintenance of sound 
credit conditions,” the Board may, after reasonable notice and op- 
portunity for hearing, suspend such bank from the use of the credit 
facilities of the Federal Reserve System. Such suspension may be 
terminated or renewed from time to time. 

Securities Exchange Act (June 6, 1934). The Securities Ex- 
change Act of 1934 directed the Board of Governors of the Federal 
Reserve System to prescribe rules and regulations, from time to 
time, with respect to the amount of credit that may be initially ex- 
tended and subsequently maintained on any security (other than 
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an exempted security) registered on a national securities exchange. 
This maximum may be raised or lowered by the Board of Gov- 
ernors and has been changed from time to time. The Act and 
regulations under it are more fully discussed in the chapter “The 
Money Market.” 

Regulation of loans to affiliates. The Banking Act of 1933 for- 
bids a member bank: (1) to loan to or purchase securities under 
repurchase agreement from any affiliate; or (2) to purchase the 
capital stock or obligations of any affiliate; or (3) to lend on the 
security of such capital stock or obligations if the aggregate of such 
loans outstanding and securities held will exceed 10 per cent of the 
bank’s capital and surplus. Furthermore, the aggregate of such 
loans outstanding and securities held in respect of all the affiliates 
of a member bank must not exceed 20 per cent of the bank’s capital 
and surplus. 

Every loan made by a member bank to an affiliate must be se- 
cured by collateral having a market value at least 20 per cent in 
excess of the loan when the loan is made, except that: (1) the excess 
value is required to be only 10 per cent when the collateral consists 
of obligations of any state or political subdivision or agency 
thereof; and (2) margin requirements are waived when the col- 
lateral consists of obligations of the United States, Federal inter- 
mediate credit banks, Federal land banks, Federal home loan banks, 
the Home Owners’ Loan Corporation, or paper eligible for discount 
or purchase by the Federal Reserve banks. 

A loan to any officer, director, employee, or representative of any 
affiliate is deemed a loan to the affiliate to the extent that proceeds 
of the loan are for the benefit of the affiliate. 

The above restrictions apply to holding company affiliates as well 
as to other affiliates, but do not apply to any affiliate which is: (1) 
engaged solely in holding the premises of the affiliated bank; or 
(2) engaged solely in the safe-deposit business or the business of an 
agricultural credit corporation or livestock loan company; or (3) 
engaged principally in foreign banking or other foreign financing 
operations under Sections 25 and 25A of the Federal Reserve Act; 
or (4) engaged solely in holding obligations of the United States, 
Federal intermediate credit banks, Federal land banks, Federal 
home loan banks, or the Home Owners’ Loan Corporation. 

Maximum loan to a single interest. In general a national bank 
is forbidden to lend more than 10 per cent of its capital and surplus 
at any one time to a single person, partnership, association, ,or cor- 
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poration (including subsidiaries in which the corporation owns or 
controls a majority interest) . This prohibition applies directly to: 
(1) accommodation or straight loans, whether or not single name, 
including liability as guarantor or indorser (other than accommo- 
dation indorser) of paper not specifically excepted; and (2) loans 
secured by stocks, bonds, and real estate mortgages. Various ex- 
ceptions to the 10 per cent limit are summarized in an official form 
of the Comptroller of the Currency, which is shown on pages 208- 
209. 

Kinds of loans. Loans may be classified in various ways, accord- 
ing to viewpoint. The classes listed below are not mutu all y ex- 
clusive, nor do they exhaust the distinctions that may be made. 
However, they are a sufficient basis for the discussion of loan policy. 

(A) Classified as to maturity. These include (1) demand loans 
and (2) time loans. Demand loans are callable at any time and 
also payable at the option of the borrower. They may be allowed 
to run indefinitely if the borrower’s condition remains unchanged, 
and in normal times it is the borrower who usually terminates th em 
Time loans and discounts have a definite maturity, but it is fre- 
quently understood that they will not be paid when due. Ins tead, 
they may be renewed in whole or in part, or even increased. The 
final date of payment should be clearly understood, however, for 
commercial banks cannot properly undertake to furnish permanent 
capital to borrowers. 

(B) Classified as to form. These loans may be either (1) se- 
cured or (2) unsecured. In the United States, the unsecured loan 
has been relatively more important than the secured loan. Prob- 
ably the chief reason for this has been the abundant opportunity 
for profitable ventures in a rich, undeveloped land and the spirit of 
confident speculation which it has engendered. “Don’t sell Amer- 
ica short” has expressed the thought of commercial bankers as well 
as borrowers, investors, and speculators. While opportunity is rife 
in a new country, suitable collateral for bank loans is scarce. The 
prevalence of unsecured loans has no doubt been due in part to this 
fact, coupled with the intimate contact between banker and bor- 
rower under the independent banking system that has existed in the 
United States. 

Loans may be secured by the indorsement or guaranty of parties 
outside the risk, or by collateral of different kinds. An increase in 
the" relative importance of secured loans in the national banking 
system was clearly evident up to 1928, when the Comptroller of the 
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Obligations 

Amounts Loanable 

(A) Accommodation or straight loans, 
whether or not single name, includmg 
liability as indorser (not accommoda- 
tion indorser) or guarantor of paper 
not coming within the exceptions 2 
and 4. 

Loans secured by stocks, bonds, and 
authorized real estate mortgages. 

Maximum limit, 10 per cent of bank's 
paid-up and unimpaired capital and sur- 
plus 

i 

(1) Drafts or “Bills of exchange drawn m 
good faith agamst actually existing 
values.” 

No limit imposed by law 

(2) Commercial or busmess paper (of 
other makers) actually owned by the 
person, company, corporation, or firm 
negotiating the same 

1 No limit imposed by law. 

(3) Obligations secured by goods or com- 
modities m process of shipment. 

No limit imposed by law 

(4) Obligations as indorser or guarantor 
of notes (other than commercial or 
busmess paper) maturing within six 
months, owned by indorser. 

15 per cent in addition to 10 per cent. (A). 

(5) Bankers' acceptances of the kinds de- 
scribed in Sec. 13 of the Federal Re- 
serve Act. 

No limit imposed by law 

(6) Obligations secured by shipping docu- 
ments, warehouse receipts, or other 
such documents conveying or secur- 
ing title covering readily marketable 
nonpenshable staples — 

(a) When the actual market value of 
the property is not at any time 
less than shown m table herewith. 

(b) When the property is fully cov- 
ered by insurance (if customary 
to insure such commodity) and 
in no event shall this exception 
apply to obligations of any one 
customer arising from the same 
transactions and/or secured upon 
the identical staples for more than 
ten months. 

15% secured by 115% 

5% secured by 120% 

5% secured by 125%. 

5% secured by 130%. 

5% secured by 135%. 

5% secured by 140%. 

40% m addition to regular 10 per cent 
loan. (A). 
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Obligations ( Continued ) 

Amounts Loanable ( Continued ) 

(7) Obligations secured by shipping docu- 
ments or instruments covermg live- 
stock or giving a hen thereon. 

15 per cent in addition to regular 10 per 
cent loan (A). If security is 115% of ob- 
ligation 

(8) Notes secured by not less than a like 
face amount of bonds or notes of the 
United States issued since April 24, 
1917, or by certificates of indebted- 
ness of the United States, Treasury 
bills of the United States, or obliga- 
tions fully guaranteed by the United 
States as to principal and interest. 

15 per cent of bank’s capital and surplus, 
m addition to the amount allowed under 
(A), or if the full amount allowed under 
(A) is not loaned, then the amount which 
may be loaned in the manner described 
under (8) is increased by the loanable 
amount not used under (A). In other 
words, the amount loaned under (A) must 
never be more than 10 per cent, but the 
. aggregate of (A) and (8) may equal, but 
not exceed, 25 per cent. 

(9) Loans to any bank or representative 
m charge of its business, when ap- 
proved by the Comptroller of the 
Currency (Act, May 20, 1933). 

No limit. 

(10) Obligations unconditionally guaran- 
teed by a Federal Reserve bank or by 
the United States. 

No limit. 

Banking Act of 19$$ 

Sec. 23A (Sec. 23A of Federal Reserve 
Act as added by Sec. 13, Banking 
Act of 1933.) Affiliates — Loans and 
credits to; repurchase agreements 
with; investments in, and obligations 
of; loans secured by obligations of; 
collateral to credit of any kind must 
be in form of stocks, bonds, deben- 
tures, or other such obligations hav- 
ing a market value 20 per cent more 
than advances, except if issued by 
State or political subdivision value 
may be 10 per cent. See exception 
to security in act as quoted. 

Aggregation of all to one affiliate limited 
to 10 per cent of capital and surplus 

Aggregate of all to all affiliates limited to 
20 per cent of capital and surplus. 

Sec. 24A. (Sec. 24A of Federal Reserve 
Act as amended by Sec. 14, Banking 
Act of 1933 ) Loans to or secured by 
stock of corporations owning banking 
house, together with investment m 
and/or stock and obligations of cor- 
poration owning premises. 

Limited to amount of capital stock. (Un- 
less Comptroller approves a greater 
amount.) 
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Currency discontinued publication of the pertinent data, and it is 
probable that the trend has continued. Wider distribution of suit- 
able collateral among borrowers is probably the chief reason for the 
increase. 

(C) Classified as to borrowers. The two main types of such 
loans are (1) loans to customers and (2) loans to others, or out- 
siders. Customers are regular depositors of the bank. For the 
most part they are local borrowers, but large city banks do a sub- 
stantial volume of business with out-of-town customers. Loans to 
others include commercial paper and acceptances bought in the 
open market, and loans to brokers or others when there is no im- 
plied understanding that the bank will renew the loan at the bor- 
rower's request For this reason such loans are more liquid than 
customers’ loans, many of which carry at least a tacit agreement 
that the bank will renew at maturity. 

Banks commonly extend lines of credit to their better customers, 
thereby agreeing in advance of a customer’s borrowing season to 
lend up to an agreed maximum if the latter’s position does not 
change. For example, it will be understood that a 90-day loan of 
$100,000, made at the beginning of the borrowing season, may be 
increased to $200,000 for the next ninety days, and then renewed 
for $150,000 for a third period of ninety days. Such loans, if ex- 
tinguished at the end of the borrowing period, are truly self- 
liquidating, although they were not so at the maturity of either of 
the first two notes. 

A particularly frozen type of customer’s loan occurs when the 
borrower has lines of credit at several banks and borrows from one 
bank to pay loans at another, without ever getting completely out 
of debt to his banks as a group. The following schedule of bor- 
rowings illustrates the case: 


SCHEDULE OF BANK LOANS 
(000 Omitted) 


Bank 

Line of 
Credit 

Indebtedness 

Jan . 

Feb . 

Mar , 

Apr . 

May 

June 

A 

$1,000 

— 

— 

— 

$ 600 

$ 600 

$ 600 

B 

1,000 

$1,000 

$1,000 

$1,000 

800 

800 

800 

C 

500 

400 

400 

400 

— 

■ 

_ 

D. 

300 

300 

300 

300 

200 

200 

200 

E, 

200 

100 

100 

100 

100 

100 

100 

Total . , , 

$3,000 

$1,800 

$1,800 

$1,800 

$1,700 

$1,700 

$1,700 
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SCHEDULE OF BANK LOANS ( Continued ) 


Bank 

Line of 
Credit 

Indebtedness 

July 

Aug. 

Sept 

Oct 

Nov. 

Dec 

A. . . . 

$1,000 

$ 800 

$ 800 

$ 800 

$1,000 

$1,000 

$1,000 

B 

1,000 

— 

— 

— 

600 

600 

600 

C . . 

500 

500 

500 

500 

400 

400 

400 

D .. 

300 

200 

200 

200 

— 


— 

E. . . 

200 

200 

200 

200 

— 

— 

— 

Total 

$3,000 


$1,700 

$1,700 

$2,000 

$2,000 

$2,000 


This borrower is in the clear with each bank for three months in 
the year, and with at least one bank at all times. Therefore, each 
bank may consider its loan self-liquidating; all of this paper may 
be eligible for discount at the Federal Reserve bank. However, 
the borrower never owes less than $1,700,000 to his banks as a 
group. Since his maximum borrowing is $2,000,000, his seasonal 
expansion is only $300,000. Obviously the banks as a group are 
furnishing to this business $1,700,000 of permanent capital, which 
should be obtained elsewhere. All goes well as long as business is 
good. But let the borrower’s receipts decline, and the vulnerable 
position of both borrower and banks becomes at once evident. One 
or more banks grow uneasy and decide to cancel the name, leaving 
the remainder to hold the bag. Unless the remaining banks can 
persuade other banks to take up the credit line, they are compelled 
to assume the entire burden and risk among themselves, at least 
temporarily. However, they are certain to press for liquidation 
and, in doing so, are equally certain to embarrass the borrower, if 
not to bankrupt him. 

Multiple or “rotating” bank lines of the kind just described are 
an outgrowth of the American system of independent banking. In 
nearly every community there are business units which require 
more bank accommodation than any one bank in that community 
can offer. Such a concern must either arrange multiple lines of 
credit or go to a larger community at some distance for a banking 
connection. Smaller concerns, by preference rather than necessity, 
adopt the same practice, to escape dependence upon a single bank. 
Multiple lines, once opened, are too frequently abused. In hard 
times, banks generally awake to these abuses and take steps, often 
too drastic, to eradicate them; but the succeeding periods of pros- 
perity and optimistic lending have always witnessed a revival of 
the multiple credit line practice. 
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(D) Classified as to purpose. Included here are four principal 
types of loans: (1) consumption loans, (2) capital loans, (3) com- 
mercial loans, and (4) security loans. This is the most significant 
basis of distinction. 

(1) Consumption loans. A consumption loan is a loan the pro- 
ceeds of which are used to purchase something that will be con- 
sumed by the borrower and not sold to realize funds with which to 
extinguish the loan at maturity. Traditionally, commercial banks 
have not favored such loans. For repayment of these loans, banks 
must rely upon the borrower’s income from other sources, upon in- 
dorsements or guaranties, or upon collateral security. The loans 
are usually for small amounts, and consequently the costs of credit 
investigation, bookkeeping, and collection are relatively high. 

Many commercial banks have organized personal loan depart- 
ments to handle this business and have found them to be profitable. 
Special charges may be made to cover the cost of investigation, and 
payments are made on a weekly or monthly installment basis. 
This plan increases the yield to the bank, since a relatively high 
rate of interest is usually charged on the face amount of the loan 
to maturity, and is rebated on the periodic payments at a lower 
rate, if at all 

(2) Capital loans. A capital loan is any loan the proceeds of 
which are more or less permanently tied up in the borrower's busi- 
ness Commercial banks, as a rule, have not favored capital loans 
when they have recognized them as such; but seemingly temporary 
commitments often turn out to be frozen. For example, a manu- 
facturer’s sales outrun his productive capacity as a period of pros- 
perity gets well under way. Finally he decides to build and equip 
an addition to his plant He persuades a bank to finance him pend- 
ing receipt of increased income or permanent financing. Just 
when the new machinery is installed, the boom collapses, earnings 
decline instead of increasing, the new financing falls through, and 
the bank is left with a permanent capital loan on its hands. 

Another type of capital loan was described above in connection 
with multiple or “rotating” credit lines. 

(3) Commercial loans. Loans made to cover the short-term 
financing requirements of industry, trade, and agriculture are called 
commercial loans. In considerable measure they are self-liquidat- 
ing and are therefore a preferred medium for the employment of 
commercial bank funds. 

One-name paper. American business practice is such that a large 
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percentage of commercial loans is one-name paper. Sales are 
made, typically, on open book account, with a discount offered for 
quick cash payment. For example, terms of “2/10, net 30” are 
quoted, meaning that 2 per cent may be deducted if payment is 
made within ten days from date of invoice and that the net amount 
of the invoice is payable within thirty days. On a $100 purchase, 
the buyer will gain $2 by paying twenty days before the bill is due ; 
this amount is equivalent to 36 per cent per annum An alert 
buyer, whose credit is good, will borrow at his bank if he needs addi- 
tional funds to take advantage of cash discounts. His note will be 
single-name paper, but it is desirable from the bank’s viewpoint, 
provided the goods will be processed, sold, and collected against to 
realize cash with which to pay off the loan within reasonable time. 

The seller may also borrow on his own note to cover the period 
required to process, sell, and collect on his accounts receivable. 
Thus another piece of single-name paper goes to the banks. 

In making loans of this character, a bank should be able to an- 
ticipate the date of payment by inquiring into the sales and collec- 
tion experience of each borrower, and by judging whether the near 
future is likely to prove an exception to the record in any given 
case. While the notes may be drawn for sixty or ninety days, the 
banker may realize that the borrower will not get out of debt for a 
period of six, or even nine or ten, months ; but the date of ultimate 
payment should be determinable and should be not too distant if 
the loan is to be made out of demand and short-time deposits. Ob- 
viously the bank must carefully investigate every such prospective 
borrower as to character, financial strength, credit record, and abil- 
ity to sell at a profit and to collect against sales. 

Single-name paper may be unsecured, or secured by collateral. 

Two-name paper. Two-name paper may take the form of: (1) 
a customer’s note bearing an accommodation indorsement or guar- 
anty; or (2) a trade receivable. The presence of an accommoda- 
tion indorsement or guaranty simply means that the borrower’s 
credit is not sufficiently good to stand as its own security. 

Trade receivables may be in the form of promissory notes or trade 
acceptances. The buyer may give the seller a promissory note 
which, when indorsed by the latter, becomes two-name paper. Or, 
the seller may draw a draft on the buyer to cover the invoice. Such 
a draft, when accepted by the buyer, is a trade acceptance. The 
seller may indorse it and offer it for discount as two-name paper. 

A true trade receivable is an excellent asset for a commercial 
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T-mnTr It has an advantage over open book accounts in that it car- 
ries th e buyer’s acknowledgment of indebtedness j it also evidences 
an actual movement of goods which presumably can be sold to pay 
the l o an. The bank may base its judgment of the risk upon the 
credit standing of either name, the buyer or the seller, or both 
rmTwftg Usually, the bank relies chiefly, or altogether, upon the 
credit of the seller, because the task of checking both names is often 
too burdensome. 

Some lin es of business use trade receivables in the ordinary course 
of trade, and hence such an instrument represents an actual move- 
ment of goods concurrently with the drawing of the paper. How- 
ever, promissory notes and drafts are also commonly used in many 
instances merely as a means of obtaining a formal acknowledgment 
of debt when overdue accounts are being extended. Drafts are 
often just another step of follow-up in a series of collection efforts. 
Sellers also frequently take notes or acceptances from buyers who 
are slow pay when sold on open account. In this case, the seller 
frppnmfta that the buyer will be more likely to pay when the paper is 
presented for collection through a bank in his community. Again, 
sellers whose credit standing is poor sometimes obtain acceptances 
from buyers whose credit is good, and seek access to bank credit 
through the discounting of this paper. Trade receivables may even 
be kited; that is, one concern may exchange its note or acceptance 
for the paper of another, and each may then attempt to discount 
the paper at its respective bank. Obviously, a bank cannot favor 
two-name over single-name paper merely because two names ap- 
pear on the former, but must investigate each risk carefully on its 
own merits. 

Instead of being discounted, trade receivables may be used as 
collateral to secure loans. Accounts receivable may also be pledged 
to secure loans. 

Commodity loans. Commodities, through the medium of vari- 
ous documents conveying or securing title to them, are used as col- 
lateral to secure loans. Such documents are: bills of lading, ware- 
house receipts, elevator receipts, cotton tickets, compress receipts, 
trust receipts, and so forth. The suitability of a particular com- 
modity or piece of merchandise for use as collateral for bank loans 
depends upon various factors, among which the most important are 
durability, marketability, stability of value, and ease of identifica- 
tion. To show how bankers’ risks vary with the type of document 
used and to indicate the care which must be exercised in connection 
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with these loans, the three most important of these documents will 
be discussed briefly. 

A bill oj lading is a document issued by a common carrier to a 
shipper, acknowledging receipt of goods and agreeing to transport 
them under the conditions stipulated. A straight bill of lading 
conveys title to the consignee only, and is non-negotiable. Hence 
it is not good collateral. An order bill of lading is negotiable and 
must be surrendered, with proper indorsement, before the carrier 
will deliver the related goods. The holder m due course has title 
to the goods. 

Among the various risks to which the lender is subjected are the 
following: (1) On account of improper loading or packing or other 
causes for which the carrier cannot be held responsible, the goods 
may be damaged in transit. (2) Duplicate bills may be issued and 
not marked, and delivery may have been made on the original. 
When bills are issued in sets, and delivery is made against any one 
of the set — as in gram shipments on the Great Lakes — the lender 
must have possession of all the bills in the set. (3) The bill does 
not guarantee quality of goods shipped, or even quantity when the 
bill reads “cases said to contain . . .” of a certain weight, or “ship- 
per’s loan and count.” (4) Part of the goods may have been deliv- 
ered and not indorsed on the bill. (5) Bills may be issued against 
fraudulent shipments, with or without collusion between the ship- 
per and the carrier’s agent, or against no shipment of goods what- 
ever. 

Considerable progress toward reducing the lender’s risk and im- 
proving his legal status has been made by the following measures: 

(1) the issuance of a uniform bill of lading by leading railroads, 

(2) the adoption of the Uniform Bill of Lading Act by a majority of 
the states, and (3) the enactment of the Federal Bill of Lading Act. 

A warehouse receipt acknowledges receipt of goods for storage, 
and agrees to deliver the same on demand if the stipulated condi- 
tions as to charges, indorsements, and so forth, are fulfilled. Re- 
ceipts may be negotiable or non-negotiable. They may or may 
not state the quality and quantity of goods covered. Warehouses 
differ in financial responsibility and in quality of management. 
The warehouseman assumes responsibility for loss or damage due to 
certain causes within his control — such as theft, leaky roofs, and 
so on — but does not insure against fire or other hazards beyond his 
control. Hence the lender must obtain adequate insurance pro 
tection. 
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Certain agricultural products may be stored in warehouses or 
elevators licensed under the Federal Warehouse Act; various states 
also have legislation covering the supervision of warehousing. 

Trust receipts are used in domestic as well as in foreign trade to 
permit the buyer to have possession of the goods for processing or 
display without holding title to them. Title is held by the seller or 
the lender, and the buyer acts as trustee, agreeing to remit for the 
goods as they are sold. 

If the buyer sells the goods without remitting, he is not only 
liable to a criminal charge of conversion but subject to a civil suit 
for the amount involved as well. Unfortunately the creditor does 
not collect by merely putting the trustee-debtor in jail. Further- 
more, in transactions involving trust receipts, the law does not al- 
ways protect the lender as fully as the seller. Other creditors may 
allege that the lender was given a trust receipt in an attempt to 
give him a prior lien on the related goods in contemplation of the 
debtor’s insolvency. In an effort to protect themselves against this 
contingency, banks sometimes have the goods invoiced and shipped 
to them, and then turn the goods over to the trustee-debtor who, in 
such an instance, has never held title to the goods. 

Another serious difficulty arises from the necessity of identifying 
the particular goods covered by the trust receipt. For example, a 
grocer holding a quantity of canned tomatoes under a trust receipt 
might sell them and use part of the proceeds to buy additional 
stock of the same brand to replace the first lot on his shelves. The 
lending bank would have difficulty in proving conversion, and, if 
the grocer became insolvent, it would have equal difficulty in prov- 
ing that the goods in stock were the identical ones covered by the 
trust receipt. If the grocer testified in an effort to support the 
bank’s claim to a prior lien on the goods, other creditors might 
allege collusion. 

This difficulty can be overcome in the case of certain manufac- 
tured goods — such as automobiles, radios, and typewriters— -which 
bear a manufacturer’s serial number. Even in such instances, a 
bank will sometimes insist that the trusteed goods be prominently 
tagged or marked as being the property of the bank, so as to put 
other creditors on notice. 

In making loans against commodities, banks must look into the 
credit standing of the borrower, the bailee, and the commodities 
themselves. The borrower becomes a less important factor in the 
case of loans against bills of lading and warehouse receipts, when 
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the quality as well as the quantity of goods can be definitely ascer- 
tained, when the reliability of the bailee is beyond question, and 
when the goods themselves have all the essential qualities of good 
collateral security. 

(4) Security loans. Stocks, bonds, and other obligations are 
Widely used as collateral security for bank loans, and the proceeds 
of such loans are employed for every conceivable purpose. Indi- 
viduals may pledge securities against loans to pay debts, to buy 
consumption goods, to purchase securities as an investment, or to 
speculate m securities or commodities, or otherwise. Business con- 
cerns pledge securities to obtain loans for ordinary commercial pur- 
poses, for capital expenditures, and for similar transactions. In- 
vestment bankers pledge collateral on loans to enable them to carry 
securities which they have underwritten, pending sale, and for other 
purposes. Stock brokers borrow against securities to obtain funds 
with which to carry their customers’ speculative and investment 
accounts, and for similar purposes. A bank cannot always deter- 
mine the exact purpose for which its loans will be used. Specula- 
tive and investment borrowing accounts for a large percentage of 
security loans. 

Most of the security loans, especially in the larger cities, are 
made against stocks listed on exchanges and having a more or less 
active market. Value of collateral can therefore be readily deter- 
mined, and changes in value are quickly revealed. Stability of 
value and marketability determine what will be a safe margin be- 
tween the value of collateral and the amount of the loan. When a 
loan is adequately margined with collateral having stable value and 
an active market on an exchange, the lending bank can rely chiefly 
upon the collateral and relatively less upon the credit standing of 
the borrower. The bank must, however, guard against taking too 
much of any one single security as collateral from all of its borrow- 
ers in the aggregate, because forced liquidation of a relatively large 
block of a security may seriously depress the value of that security, 
and thus force the bank either to take a loss or carry loans on the 
chance that a more favorable opportunity for liquidation will come 
later. 

When a loan is made against unlisted or inactive securities of 
unstable value, the bank must require a larger margin and look to 
the credit standing of the borrower. 

In making security loans, whether at call or on time, the bank 
reserves the right to call upon the borrower to post additional col- 
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lateral if the margin becomes unsatisfactory, and to demand im- 
mediate payment of the loan in case the required collateral is 
not forthcoming. Borrowers are permitted to replace securities 
pledged against loans by substituting different securities if the new 
collateral is satisfactory to the lending bank. When the bank is 
relying entirely, or even in substantial degree, upon the collateral 
for the safety of a loan, it obviously must watch the collateral care- 
fully to guard against shrinkage of margin. 

Liquidity of secured loans. Collateral loans against securities 
or c omm odities having stability of value and an active market on an 
organized exchange are, in normal times, among the most liquid 
assets that a bank can have. However, impartial students of bank- 
ing, as well as prejudiced critics of security loans, point out the fact 
that the commercial banking system, as a whole, can never hope to 
liquidate a large part of its collateral loans in a short period of time 
without disastrous losses to the banks and to the entire community. 

While small banks, and others who feel no responsibility toward 
the money market, may be able to liquidate sound security loans 
even in times of general emergency, larger banks, especially in New 
York City, are sometimes forced in self-protection to maintain 
their loans, or even to increase them to absorb loans which other 
lenders insist upon liquidating. For example, one need only recall 
the three weeks in October, 1929, when New York City banks in- 
creased their loans to brokers by more than a billion dollars in order 
that other lenders might reduce their commitments without an 
utter collapse in all security values. 

The defender of security loans must admit the truth of the above 
statements, but he asks whether the facts are not equally true of 
any other type of loan. Could the banking system suddenly liqui- 
date any substantial part of the commercial loans, without disas- 
trous results to the banks and to the community? The answer is 
certainly no. But there is a vital difference between loans against 
commodities and merchandise that are in the stream of production 
and commerce. These goods are sold in the normal course of busi- 
ness, and the proceeds of the sale can be used to pay off the loans 
made against the goods. The goods are consumed and must be re- 
placed. Consumers, in their other capacity of producers or traders, 
earn the means of purchasing new goods. Unless subjected to some 
shock, the cycle of production, trade, and consumption can go on 
indefinitely. In a perfected credit system, volume could be held 
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in check when expanding, and reduced by gradual degrees when de- 
sired, without the shock of sudden liquidation. Sound commercial 
loans will liquidate automatically within a few months if business 
is not seriously disturbed; the same cannot be said of loans against 
securities. 

To relieve any ordinary strain in the banking system, rediscount- 
ing institutions, such as central banks or Federal Reserve banks, 
can safely step into action by discounting self-liquidating paper. 
Relieved of strain, the normal processes of industry, trade, and con- 
sumption will continue and will liquidate the paper. 

Unfortunately, a perfected credit system has not yet been at- 
tained. Credit expansion is not subject to timely or velvety con- 
trol. Inflation is allowed to go unchecked until, in extremity, the 
violent brakes of deflation and forced liquidation are applied. 
There is a drastic fall in the prices of securities, commodities, mer- 
chandise — everything. Even good commercial loans, because they 
cannot be liquidated at face value, are no longer good. If the 
banker rediscounts them at a Federal Reserve bank to obtain tem- 
porary relief, they simply return again at maturity to plague him 
once more. Other assets must be substituted at the Reserve bank, 
and the maturing paper must be renewed or, at best, collected only 
in part. 

Until the means of credit control have been greatly improved, 
banks will continue to find that their heaviest losses in times of 
crisis will come from customers' loans, mortgage loans, and invest- 
ments — not from loans against stock exchange collateral, for the 
margins on these loans can be watched, and the loans can be liqui- 
dated with little or no loss. In these circumstances, the realistic 
banker will probably continue to count sound stock exchange loans 
among his safest and most liquid assets. This statement is espe- 
cially true of the great majority of bankers who are not placed 
where they have a sense of responsibility for the national money 
market. To the average banker the interests of his individual bank 
during a crisis do not appear to be identical with the interests of the 
banking system as a whole. 

“Term loans.” Industry and trade always have a need for capi- 
tal loans running for intermediate terms of, say, from two to ten 
years. Large concerns have obtained such funds from the invest- 
ment market, but smaller concerns have found this market either 
closed or relatively too expensive. The handicap to business units 
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of gfnn.11 and medium size has been increased in recent years by new 
restrictions imposed upon the investment market in such a way as 
to raise the relative cost of floating small issues. 

This condition has led to proposals that new financing institu- 
tions be developed to provide intermediate credit to industry or that 
commercial banks place a larger portion of their funds in loans of 
longer duration. Many banks have responded to the demand, 
making “term loans” which for the most part have had a maximum 
duration of from three to five years, with provision for amortizing 
the principal by periodic payments. Large “term loans” are 
us uall y ma de by groups of banks; and loans running longer than 
five years may be made in conjunction with life insurance com- 
panies, which take the notes with maturities over five years. 

“Term loans” may be secured by hypothecation of specific assets 
or may be otherwise protected by agreements restricting the bor- 
rower in such matters as dividend and salary payments; retirement 
of preferred stock, bonds, or other debt; pledging of assets or in- 
come to other creditors; use of the borrowed funds; maintenance 
of minim um working capital position ; limiting total borrowings to a 
m a ximum percentage of current assets. The interest rate on 
“term loans” is subject to negotiation between the parties and is 
often scaled upward on the notes with longer maturities. 

Assuming thorough investigation and proper safeguards, there 
is no reason why such loans should not be expected to pay out in 
accordance with their terms. From the bank’s viewpoint, they 
have an advantage over bond investments in that the bank can 
exercise a closer supervision over the affairs of a borrower than is 
practicable in the case of an issuer of bonds. Bank supervising 
and examining authorities, both Federal and State, have come to 
insist less upon short-term liquidity or marketability in bank assets, 
and have placed more emphasis upon assurance that loans will be 
ultimately paid in accordance with their terms. “Term loans” 
comply with the latter specification. 

On the other hand, a bank cannot ordinarily liquidate a “term 
loan” before maturity and without recourse, as it can sell a bond. 
Nor is the “term loan” as suitable as a short-term loan for redis- 
counting at the Federal Reserve bank. A “term loan” may be safe 
enough as far as ultimate payment is concerned, but not sufficiently 
liquid for a commercial bank, because the bank must never lose 
sight of the prime necessity that it stand ready to meet the demands 
of its depositors for cash. 
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It must be admitted that most commercial banks have the per- 
sonnel and organization required to investigate and pass upon 
“term loans” (at any rate, about as well as they now do in the case 
of short-term loans), and that the development of new financing 
institutions would therefore be, to some extent, a wasteful duplica- 
tion of credit facilities. Nevertheless, the nature of commercial 
bank deposit liabilities is such that any great expansion of long- 
term commitments is bound to threaten the very solvency of the 
banks. It would seem that commercial banks should be cautious 
about making “term loans” in any substantial amounts until they 
can obtain “term deposits” of a duration more nearly approximat- 
ing that of the loans to be made. 


Questions for Study and Review 

1. Indicate points of similarity and difference between the interests of de- 
positors and stockholders in a bank. 

2. How is the loan and investment policy of a bank affected by: (a) the 
character of its deposits; (b) the business cycle; (c) customers' demands? 

3. Discuss the relative importance of self-liquidity and shiftability in the 
assets of a commercial bank. 

4. List three types of loans which member banks are prohibited from making, 
and explain the reasons for such prohibitions. 

5. What penalty is imposed upon national banks for usury? 

6. State the various ways in which security loans may be restricted or regu- 
lated under Federal laws. 

7. How are member banks restricted in making loans to affiliates? 

8. Classify loans as to (a) maturity, (b) form, (c) borrowers, (d) purpose. 

9. Explain and criticize “rotating” loans. 

10 State the principal precautions which banks must take in making loans 
against: (a) bills of lading; (b) warehouse receipts, (c) trust receipts. 

11 Compare security loans with commercial loans from the viewpoint of their 
desirability to the bank. 

12. Explain and criticize term loans. 


Problems 

1. Assume the following items m the statement of a Pittsburgh national bank 
on June 29, 1940. capital, $10,000,000; surplus, $10,000,000; undivided profits, 
$2,000,000; demand deposits of individuals, partnerships, and corporations, 
$125,000,000; demand deposits of the United States, States, and municipalities, 
$20,000,000; time deposits, $75,000,000. Assign to each of the following items 
the amounts which you would consider appropriate* reserve with Federal Re- 
serve bank; stock of Federal Reserve bank; commercial loans; short-term, high- 
grade bonds; United States bonds; other bonds; mortgage loans. 
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2. Smith borrows $100,000 from his bank for four months with interest at the 
rate of 6 per cent per annum, and leaves 20 per cent of the proceeds on deposit 
Calculate the amount of interest or discount paid and the rate of interest or 
discount paid in relation to the amount of funds he actually receives for use in 
his business if the transaction takes the form of: (a) a straight loan; (b) a 
discount. 
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CHAPTER 12 


Credit Department 


Present status of the credit department. Despite the great rise 
in the importance of bond investment in the operation of com- 
mercial banks, in most institutions the chief function remains that 
of making loans. The credit department does not extend credit, 
nor does it administer credit after it has been extended; yet, the 
credit department is closely connected with the credit function, its 
role being that of a facilitating agency in making loans It gathers 
and compiles the information needed to weigh and appraise credits, 
although the actual decision as to the amount and terms of the 
credit granted is an administrative one made by the officers and 
directors of the bank. 

The function of the credit department is to investigate, collect , 
analyze, and make available complete information on the credit 
standing of all those with whom the bank or its customers have 
dealings. Practice falls short of this theoretic function, as expense 
is a limiting factor. Obviously no bank could afford to maintain 
credit files on all the names about which customers might possibly 
inquire. The bank should, however, develop files on all of the more 
important companies and individuals in the area it serves, whether 
they are customers of the bank or not. 

Services of the credit department. Specifically, the credit de- 
partment serves, first, the directors and the lending officers; second, 
the other departments; and, last, the customers of the bank. On 
the basis of die information in the credit file, lines of credit and loan 
limits are established by the directors. Generally, the line of credit 
— which may be defined as the amount that the bank is prepared 
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to lend a particular borrower, together with the conditions and 
terms of the loans — is not set up until after the customer applies for 
accommodation. 

There are exceptions, however, in cases such as the solicitation 
of a new account, where the banker may determine the line of 
credit in advance so that the promised loan accommodation may be 
made a part of the argument for the transfer of the account. 
Even in cases where a borrower voluntarily offers to transfer an 
account from another institution, it is a good idea, m order that 
future misunderstanding may be avoided, to determine in ad- 
vance a line of credit for the account. The credit department must 
also work very closely with the new-busmess department so that un- 
desirable accounts will not be solicited. This matter is quite im- 
portant, since a great deal of ill will is created when a bank turns 
down an account after it has been solicited 

The credit files contain much information that would be of great 
value to the banker if it were statistically tabulated and studied. 
Even the largest banks have failed to utilize this mine of informa- 
tion which they have on the state of local trade. At present the 
well-managed credit department serves very well in following the 
activities of particular customers; but the material there available 
should be analyzed and used more fully by the officers and directors 
as a basis for policies and internal forecasting. Then, instead of 
having merely a general idea of the trend of an industry — or all 
industry, for that matter — the banker would have definite informa- 
tion on the trends in his own institution which could be measured 
against outside indices. This would enable the bank more easily 
to keep in step with industry and credit. Moreover, as everyone 
knows, the bank that does not keep in step docs not last long. 

Cost of the credit department. The direct costs of the credit 
department will depend, of course, on its size and the calibre of the 
employees. These direct costs can be easily calculated; that task 
is merely a matter of bookkeeping. But the full cost of the credit 
department is quite another matter. In this broad sense, the cost 
of the credit department includes losses of interest on loans which 
should have been recommended and were not; losses of principal 
on bad loans recommended to lending officers; and loss of goodwill 
and profit due to failure to appreciate fully the potentialities of 
certain businesses and lines of industry. The typical bank credit 
department is conducted on the theory that this department 3a the 
watchdog of the bank's credit. Often by the use of broader vision 
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and less resort to narrow deductions from accounting ratios, these 
negative costs of a credit department would be greatly reduced. 

Because of the imponderables involved, it is likewise difficult to 
determine the value of a good credit department to the bank. The 
one certain way to determine what a good credit department is 
worth is to try to function without one. But no bank could afford 
the resulting charges against the income statement. That they 
would be several times greater than even the more expensive credit 
department costs will be generally conceded. 

Organization of the credit department. The size and extent of 
organization of the credit department will naturally depend on the 
size of the bank and its policies. In the smaller, and even in many 
medium-size, banks, the directors generally prefer to let one officer 
assume full responsibility for the credit and loan functions. In 
such cases, the credit department’s corporeal existence is often 
under one officer’s hat, and might be described as little more than 
an attitude of mind on his part. Sometimes this officer can be 
induced to put on index cards his impressions of the credit standing 
of customers If so, this practice constitutes an embryonic credit 
department of the modern type. 

The credit department of the larger banks is far removed from 
the single card and hat mentioned in the preceding paragraph; yet 
the department is actually nothing more than a modification and 
elaboration of them. At best, a credit file is but a substitute for 
that personal contact which the smaller bank has with its custom- 
ers. If this fundamental fact — that the credit department is, in the 
last analysis, only a substitute for the close, personal knowledge 
which the banker should have of the borrower — is not forgotten, it 
will clarify thinking and will aid in understanding the credit de- 
partment. 

The investigation division, as the name indicates, collects, by 
letter, telephone, and personal calls, the required information on 
the trade and the company or individual being investigated, here- 
after referred to technically as the “name.” Young college gradu- 
ates are preferred by banks for the delicate work of outside in- 
vestigation. Both skill and intelligence must be used in these 
investigations, or the credit standing of the name may be harmed, 
or even ruined in extreme cases. The very fact that the bank is 
making a credit investigation may start unfounded rumors detri- 
mental to the credit standing of the company or the individual be- 
ing “checked.” A serious rumor may be started by a careless 
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question of the credit investigator to the trade — such as, “Is the 
company still slow m taking its discounts?” The investigator may 
be dischar ged, but the credit damage has been done. The bank 
must use only the employee with a more than usual share of per- 
sonality and diplomacy in investigating work if resulting loss of 
business and goodwill is to be kept at a minimum. 

The compilation division collates uniformly into files all material 
received from various sources. These files, or credit folders, are the 
special responsibility of this division. It is the duty of its em- 
ployees to keep the credit files up to date and alive. They may 
also do analytical work on the material, although that function 
generally is left to the analysis division. 

The analysis division, by analytical methods, reduces the data to 
comparable bases. Statements are checked, ratios are calculated, 
and other tests are applied by this group. 

Because of the confidential nature and the necessity of instant 
availability of the credit files, they are kept by a specially trained 
filing division. Under no circumstances should these files be 
merged with the general files of the bank. 

A separate stenographic division is also usually found in the large 
credit department. This practice has proved more satisfactory 
fh an the older one of using a central stenographic department, be- 
cause a great deal of credit department work may be made prac- 
tically automatic after the stenographers have had some training in 
the department. 

The credit department may have, in addition, a research division, 
although the analysis division generally handles whatever research 
is undertaken. Likewise, commercial paper purchased for corre- 
spondents may be handled by a distinct group in the credit depart- 
ment. 

Sources of credit information. The credit department seeks 
inf o rma tion from every conceivable source. Data are secured from 
all the regular sources, and also from quarters not generally avail- 
able to the credit man in a business firm. The insistent demand of 
lending officers for more accurate and comprehensive credit infor- 
mation has forced the bank credit man continually to widen the 
scope of his investigation. Of course, the specific methods used 
will depend upon whether the name being investigated is a local, 
an out-of-town, or a foreign name, and upon the amount of in- 
formation already available. In any event, both direct and indirect 
sources of information are utilized. 
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Most of the indirect sources readily suggest themselves. Ob- 
viously these sources — other banks, the “trade,” mercantile agencies, 
special agencies (such as Bishop’s), trade association interchange 
bureaus, and newspapers— all have valuable credit information. 
The difficulty lies in getting from these sources information that is 
unexpurgated and unbiased. Because of the liability involved, 
credit information is generally so emasculated or distorted that it is 
of comparatively little value to the bank. Such information does, 
however, serve to give leads which may be used by the bank in its 
direct investigation. 

The direct sources of information are far more reliable. They 
include: officers of the bank who have direct knowledge of the 
“name,” special interviews by the bank’s credit investigators, rec- 
ords of the bank itself, and financial statements. These sources 
themselves indicate the credit information which can be secured 
from them. Two of them, however — interviews by credit investi- 
gators, and financial statements — are of such importance that they 
will be discussed further. 

Work of the credit investigator. Formerly, banks waited for 
credit information to come to them; now, they send out to get it. 
Such an investigation is always made when loans are requested by a 
bank customer. For this purpose, banks use credit investigators, 
who run down all possible information on the prospective bor- 
rower. 

The credit investigator first calls on the subject of the inquiry 
and, after explaining the reason for making the call at that par- 
ticular time, requests the necessary information. Ordinarily this 
material is furnished without difficulty. During the interview, 
not only must the investigator secure adequate answers to certain 
questions, previously formulated at the bank, but he is supposed, in 
addition, to develop any leads to further information which may 
arise during the conversation. 

After having interviewed the subject of the inquiry, and having 
thus become fully apprised of what is going on, the investigator 
proceeds to interview, in a similar fashion, trade creditors, com- 
petitors, and other banks which have the account. Too often this 
whole investigation is a purely routine matter, but there is no 
reason for its being that. An alert investigator should secure for 
the credit file information and an impression of the credit risk in- 
volved which should be invaluable to loan officers who do not have 
personal contact with the borrower. 
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Statement analysis. To determine credit standing, banks usu- 
ally rely more heavily on statement analysis than on any other one 
thing. This may lead to unfortunate results. This criticism is not 
intended to deprecate the real value of statement analysis. Par 
from it. Such analysis may and does furnish valuable credit and 
economic information, but it is far from the “be all and end all” of 
credit analysis. To put it concisely, statement analysis should be 
viewed as a minor part of credit analysis, and by no means as 
synonymous with it. 

After the Kreuger and Insull episodes, there appears to be no 
need of argument for audited statements; yet, because of the ex- 
pense involved, banks have hesitated to insist that the statements 
of small firms be prepared by certified public accountants. Even 
the Federal Reserve authorities, who require member banks to have 
on file — as a prerequisite to rediscounting their paper at the Federal 
Reserve banks — statements from all borrowers of more than one 
thousand dollars, do not specify independently prepared state- 
ments. 

There are, of course, audited statements and audited statements, 
their value depending to a great extent upon the character of the 
accountant’s certificate attached and the standing of the accounting 
firm which prepared them. The nature and extent of the inde- 
pendent audit should be determined by the circumstances; but it 
would seem entirely proper (and it is the coming thing) for banks 
to demand at least some degree of independent preparation of 
financial statements of small as well as large concerns. Moreover, 
if the bankers do not on their own initiative require audited state- 
ments, the Federal Reserve Act or the National Bank Act may be 
amended to make them necessary. 

Space does not permit a discussion of the principles of statement 
analysis, which forms a complete study in itself and is more prop- 
erly taken up in a separate study of credit or of statement analysis. 1 
The distinctly banking aspects of statement analysis, however, 
should and will be treated here. 

Bank credit men have developed ratio and 100 per cent, or 
common-size, balance sheet analysis much further than other credit 
men. Likewise, bank credit men rely much more on comparative 
statement analysis than do other credit analysts. 


1 For a general disputation of the principles of credit, the reader is referred to the 
authoritative work : Credit and Collection Principle* and Practice , by A* F, Ghapin 1 
McGraw-Hill Book Company, New York* 1926. 
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Various methods of ratio analysis — popularized by Alexander 
Wall, secretary of the Robert Morris Associates (an organization of 
bank credit men) — are also used extensively by banks. Most stu- 
dents are familiar with Wall’s classification of ratios between vari- 
ous balance sheet and income account items into those that are 
dynamic and those that tend to be static. The more important of 
these ratios, set up for all borrowers in many banks, are of greatest 
use when difficulties threaten a borrower. In such cases, every pos- 
sible ratio is calculated and compared with si mil ar ratios over a 
period of years, so that the banker may determine, on the basis of 
the trends shown, whether to advance further credit or to take his 
loss immediately. 

The common-size statement is also a convenient mechanism for 
measuring the figures of a company against those of others in the 
industry or against the norms previously established by the depart- 
ment. The common-size statement is prepared by dividing each 
item on the statement by the total. The result is the percentage 
relation of each figure on the statement to the total, or 100 per cent. 
The common-size statement may be compared directly and immedi- 
ately with any other common-size statement. These common-size 
figures may also be posted to a form, such as the one illustrated on 
page 230, and compared with the statements of previous years. 

While clerical time is required to prepare common-size state- 
ments, they do aid the loan executive in getting a quick picture of 
the situation. Such statements are undoubtedly not needed for 
all borrowing accounts, even in large banks, although they might 
well be used as a further check on selected accounts. 

Some bank executives accord great weight to the various ratios 
set up in the credit department analysis, while others take their 
ratios cum grano salis. Some preposterous claims have been made 
for the value of ratios. A familiar one is that the ratios are infal- 
lible credit “barometers” when properly interpreted. Such a naive 
qualification makes it impossible ever to attack successfully the fal- 
libility of the ratios, at least as far as these over-enthusiastic spon- 
sors of ratio analysis are concerned. 

From the foregoing discussion, the reader may get the impression 
that it takes long hours to analyze the figures on a statement. On 
the contrary, it is quite a simple matter and is done rapidly after 
employees gain experience in the system used. Special columns on 
the original balance sheet are used to record a large part of the 
analysis. Where it is necessary to transfer the original figures to 
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another form, such as a five-year comparative statement, typists 
make the transfer. The analysis division handles the actual com- 
putation of the ratios, and so on, with the aid of slide rules or elec- 
tric calculating machines; ordinarily, less than ten minutes is neces- 
sary for each statement. 

Bankers sometimes demand estimated future balance sheets and 
income statements from heavy borrowers. It is very easy for the 
borrower to submit these statements if his company maintains a 
complete budget system, as the estimate of future position of the 
company is an integral part of a good budget system. By check- 
ing performance with the statements submitted in advance, the 
banker gets a good line on the management of the borrower. 
These estimated statements should be used more widely by bankers, 
as their value in extending credit is apparent. 

Credit file. The credit file is the banker’s guide, record, and 
means of control on credit matters. It is not at all light reading, 
being sometimes tragic and always dramatic. Each credit file is 
the self-written drama of a business. On the basis of its physical 
divisions, the credit file must be discussed as a tangible thing; but it 
should be remembered that this file epitomizes the hopes and fears 
of a business — between the lines may be read the travail of human 
aspirations and, too often, of human failures. 

The credit file may be subdivided on any convenient basis. 
Various factors, the chief being convenience of the officers, will 
condition its internal organization. There is no such thing as a 
standard credit file; however, to indicate the type of information 
ordinarily filed in the credit folder, one specific credit file, which 
might be considered as typical of a very large bank, will be 
described. 

The first page, or fly sheet , is a recapitulation of the salient, or 
significant, information contained in the folder; this page includes 
a summary of such information as the line of credit, borrowing 
limits, guarantors or indorsers required, officer in charge of the ac- 
count, and other data which it is imperative that everyone consult- 
ing the credit folder should see. 

The completed loan, or offering, tickets are pasted in the next 
division of the credit file. Each of these tickets summarizes con- 
siderable active data on the account, as of the date the ticket was 
used for credit authorization. These completed offering tickets 
bear the initials of the different officers authorizing the use of por- 
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tions of the previously established line of credit, and thus indicate 
the officers currently familiar with the account. 

The value of resumes of the significant credit facts involved in all 
loan transactions to date is obvious. The original statements and 
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other banks with the account — is segregated in a special division of 
the folder called the information section 

Letters inquiring as to the credit standing of the account are 
usually considered important enough to warrant a separate section. 
This inquiry section also lists all inquiries by telephone or in person. 
The inquiries themselves often throw a great deal of light on the 
credit standing of an account. Inquiry letters are kept in the 
folder together with carbon copies of the answers. Any other let- 
ters which are sent to the account and which bear on credit are also 
filed here. 

Newspaper clippings and miscellaneous information are filed in 
the last, or miscellaneous, section of the folder. 

Only a large bank would spend the money necessary to maintain 
credit files as elaborate and complete as the one described. How- 
ever, even the smaller banks should maintain a credit file on their 
more important borrowers. It is certain that such files, if properly 
used, would pay their own way. 

Revision of credit files. All files should be revised and brought 
up to date at least once a year. This annual revision should be 
just before, or immediately after, the period of heaviest loan ac- 
commodation. In addition, a special revision and check-up should 
be made the instant the bank hears of any unfavorable develop- 
ments affecting the account. 

Dissemination of credit information. Because of the legal lia- 
bility involved, banks are extremely cautious in releasing credit in- 
formation. They are fully liable for any credit information they 
release ; if the information is not correct or if certain legal formali- 
ties are not observed, the banks may be sued by either the recipient 
of the information or the subject of the inquiry. Because of the 
financial responsibility of the banks, either party is quick to sue. 

To minimize this danger, banks use only initials for firm names 
in all credit letters, in order to bring them into the category of 
“privileged communications.” In addition, banks often use non- 
liability paper, which contains a disclaimer of liability with respect 
to the recipient of the information. Since such disclaimers ordi- 
narily cannot be maintained in court, they serve only to discourage 
suit on the part of those not familiar with their legal status. 

The Robert Morris Associates, referred to before, has established 
a code of ethics for the interchange of credit information, particu- 
larly between banks. Institutions do not always live up to the 
spirit of the code; too much self-interest is at stake on the part of 
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the bank and the bank credit man. There is undoubtedly some 
justification for the attitude frequently met — namely, that much 
money and effort have been spent to collect the information and 
that, therefore, the bank should itself have the first use of it. By 
the time the bank has fully protected its own interests, the informa- 
tion divulged may be of little value to others. 

Even if banks wished to hand out credit information freely, the 
danger of suit would deter them. Consequently, about the worst 
credit report a bank will release is to “damn with faint praise ” 
Business men should realize this when they are consulting banks 
for credit information on a customer. 

Relation of the credit department to other departments. The 
credit department is a service department for all other departments 
of the bank. Its facilities are at the disposal of executives in all 
other departments, as well as at the service of clerks in the more 
closely related departments. The foreign exchange, letter of credit, 
commercial credit, and bond departments find it necessary to con- 
sult the credit files or the members of the credit department many 
times daily. 

Banks which have industrial service departments to advise and 
assist depositors in improving their business methods usually oper- 
ate this service in conjunction with the credit department. In such 
cases, the credit department conducts special investigations and 
analyses for the industrial service executives. In fact, in the larger 
banks an engineer is often included on the staff of the credit depart- 
ment to investigate industrial management problems, such as effi- 
ciency and plant layout. 

The credit department is so closely related to the loan, new- 
business, and commercial paper purchase functions that these will 
now be discussed separately. 

Relation of the credit department to loans. Since the credit 
department is little more than a functionalization and specializa- 
tion of part of the work of the loan officers, a close relationship to 
these officers is a foregone conclusion. No loan officer would at- 
tempt to “talk business” to a customer without the aid of the credit 
file. In fact, no executive action of any consequence is taken 
before the credit folder of the depositor involved has been con- 
sulted. 

Loans are made and lines of credit established on the basis of the 
analyses and data of the credit department. The credit men indi- 
cate their opinion, favorable or unfavorable, on the salient points 
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of the financial affairs of each loan applicant. Or dinar ily, recom- 
mendation as to the specific line of credit to be granted each cus- 
tomer is left to the loan officer; yet the comments and opinions of 
the credit experts practically determine what even that recom- 
mendation shall be. It is evident that no loan officer should fail 
to give weight to the credit department conclusions, since his deci- 
sion should be reached by the same methods of investigation, analy- 
sis, and judgment. The loan officer’s chief contribution to credit 
granting is the exercise of a more mature and broader j'udgment 
than is generally possessed by the members of the credit depart- 
ment. 

The loan officers should be considered senior members of the 
credit department, whose duties are to maintain contact with the 
depositors and to pass on the more advanced phases of the credit 
work of the bank. In this respect, especially in smaller banks, it is 
often impossible to draw a line of demarcation between the work of 
the credit department and that of the loan officers. Even in larger 
institutions this division of responsibility for credit conclusions 
varies widely. 

The recent tendency has been toward further merging of the work 
of analysis and lending. Credit department executives are listened 
to far more sympathetically than in the past. Moreover, loan offi- 
cers are reviewing and improving their knowledge of statement 
analysis and credit barometrics. 

Credit department and new business. The credit department is 
a veritable gold mine of new business for those bankers who are 
intelligent and energetic enough to use its great store of business 
information. 

Modern bankers spend their spare moments looking for sound 
borrowers, instead of merely practicing several different ways to say 
“no” without offending. Competition, regulation, and low interest 
rates fostered by government intervention force bankers to culti- 
vate and develop every opportunity to lend money safely and 
profitably. The credit department is an almost virgin field for 
such efforts. 

Many large banks keep careful records of the particular bank 
departments utilized by each customer, and then try to get cus- 
tomers to take advantage of the services offered by other depart- 
ments. For example, customers receiving payments from trust 
funds are urged to open checking accounts; the services of the do- 
mestic banking departments are called to the attention of customers, 
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patronizing only the foreign department; and so on. This sort of 
effort usually means that customers are induced to use other service 
departments, from which only nominal profits may be derived at 
best. This road should be followed further, via the credit depart- 
ment, to the real banking goal— a borrowing customer. 

A competent and conscientious study of the credit files will re- 
veal many ways in which customers can use additional credit, with 
profit to themselves and the bank. Obviously this is no job for a 
credit clerk; rather, it calls for a real banker with business insight 
and a considerable amount of vision. Suggestions as to the use of 
additional credit or the utilization of different financing methods in 
the customer’s business, with a consequent lowering of interest cost 
per dollar of business done, create goodwill which nothing can 
efface, and profits for the bank. Additional credit for such care- 
fully selected customers ordinarily increases their rate of growth, 
and likewise increases the deposits of the bank. 

Credit files are rich in leads to entirely new business. These files 
contain all sorts of information on affiliates and associated com- 
panies. Considerable detail is usually given on the financial inter- 
ests involved in each company. Financial and physical intercor- 
porate relationships are shown. Much confidential information 
not otherwise available is at the disposal of the banker if he will but 
consult credit files. From a study of these files the banker learns 
whom to approach and when. The files give him an inside track 
in soliciting new business, as he can determine in advance what is 
needed and can plan how to make his offer to the prospective 
customer. 

One large metropolitan institution has more than 100,000 credit 
files on “names” that are not customers of the bank. The same 
situation holds, in less degree of course, for nearly all banks. These 
“names” are practically all potential customers. Yet banks adver- 
tise for leads! 

Relation of the credit department to the new-business depart- 
ment. Few banks have a separately organized new-business de- 
partment. The close connection between such effort, whether 
separately constituted or not, and the credit department has been 
indicated in the preceding paragraphs. In any credit department 
worthy of the name, there should be a separate division to investi- 
gate and cheek the credit standing of prospective customers. This 
cttfiaion — functionally, if not actually — should also be a part of the 
neWutatMtoees department. 
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In banks where all new-business effort is centered in the officers, 
the credit department performs even more new-business functions. 

Outside credit investigators should be on the alert for oppor- 
tunities to increase the bank’s business. Likewise, new-business 
men gather a great deal of valuable credit information in their con- 
tacts with prospects. Such information must be interchanged; 
close cooperation is an absolute necessity, regardless of the depart- 
mentization involved. New-day competition requires all this, 
and more, if the bank is to make the most of its lending business. 

The potentialities of the credit department in regard to new busi- 
ness may be likened to the present profitable exploitation — by mod- 
ern smelting and refining methods — of the mining wastes (tailings) 
of previous operations The dormant opportunities buried in the 
credit files could well be neglected in the days of American expan- 
sion, when credit could be employed profitably on every hand. But 
nowadays these opportunities must be resurrected, as banks cannot 
afford to overlook any possibility which promises a single cent of net 
profit. 

Purchase of commercial paper for correspondents. An impor- 
tant part of the credit department’s job in large banks is checking 
the names offered on open-market commercial paper. The credit 
department handles this work for the bank and also, as part of its 
service, for the bank’s correspondents. 

Thus, lists of “names” are submitted by commercial paper 
brokers (dealers) ; or the paper is bought on a ten-day option basis, 
and credit reports on each name are furnished to the correspondent 
bank. Selection is made by the correspondent, using the credit 
checking as a guide. The commercial paper division then either 
purchases the selected paper or returns the rejected paper, if pur- 
chase was on an option basis, and completes the transaction accord- 
ingly. 

This work is so heavy in the larger metropolitan banks that a 
separate division of the credit department is set up to handle it 
exclusively. 

Group and branch bank credits. This chapter would not be 
complete without some reference to the credit methods necessitated 
by fie recent growth of group and branch banking. Even though 
the internal organization and credit methods vary widely, particu- 
larly in group banking, certain practices are typical. 

The individual banks in a group are operated as distinct institu- 
tions; consequently they handle credits just about as do the unit 



238 


CREDIT DEPARTMENT 


banks. In addition, however, the credits of the individual banks 
are subjected to a more or less general supervision by the dominant 
bank of the group or the holding corporation. 

Applications for credit lines in excess of the legal limit for a mem- 
ber of the group are usually referred directly to a larger member of 
the group. The loan applicant thenceforward deals with the larger 
bank, which is in a position legally and financially to accommodate 
him On rare occasions the original bank, without advising the 
borrower of this action, will take action to divide the excess loan 
with other members of the group. This method tends to preserve 
the local prestige of the original institution. It is apparent that 
important refinements in credit control methods must be evolved 
for this type of commercial banking. 

In branch banking, managers are permitted to lend small 
amounts on their own responsibility; these loans are subject, of 
course, to the general supervision as to policy by the head office. 
In smaller branches, the manager’s discretionary loan limit may be 
as low as $500, but $1,000 would probably be a fairer average limit. 
In the larger branches, this limit may be increased to $10,000 and, 
in some few cases, to any amount for which the manager is willing 
to assume loan responsibility. Little difficulty has been experi- 
enced with managers’ exceeding their discretionary limits; on the 
contrary, the problem is to get them to lend even small amounts on 
their own responsibility without “passing the buck” to the head 
office. All lines above the discretionary limit must, however, be 
referred for approval, before credit is granted, to the credit depart- 
ment and to the loan officers m the head office. 

Branches generally maintain no credit files. All of their appli- 
cations and information are forwarded to the head office. By this 
method, centralization of credit control and accurate central liabil- 
ity records are secured. 

Future of the credit department. After this recital of title im- 
portance of a credit organization in a modern bank, it is hard to 
realize that there were no separately organized credit departments 
before 1890. Their growth has taken place almost entirely in the 
twentieth century. They have grown both extensively and inten- 
sively — that is, more and more banks have added separate credit 
departments as such, and their methods have become more thor- 
imgh and exhaustive. They have not prevented bank failures, nor 
have they eliminated losses. Yet it is only fair to say that far more 
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losses have occurred through disregarding their recommendations 
than through following them. 

Investment analysis. Banks, generally, rely on outside agencies 
for their security ratings. The regulations prescribed by the 
Comptroller of the Currency for the purchase of investment securi- 
ties by national banks have been interpreted by some as permitting 
the purchase of only those bonds which have received high ratings 
from the standard rating agencies. While the Comptroller has 
denied that such is the import of the regulations, the interpretation 
is indicative of the reliance on rating services. 

Determination of which rated security to buy is usually made by 
an officer of the bank who, as the case may be, may or may not have 
the assistance of a security analyst. Trust companies and many 
banks maintain a special group of these long-term credit analysts 
to handle their investments and advise depositors. Ordinarily, 
this group is separately constituted from the credit department. 
Long-term credit analysis techniques, and even principles, vary 
considerably from those employed in short-term credit work. 

It should be understood that security analysis, wherever done, is 
complementary to the work of the credit department. It is just as 
important to make good investments as it is to make good loans, if 
losses are to be kept at a minimum. Every reasonable precaution 
should be taken in both instances. 


Questions for Study and Review 

1. Why is the credit department considered of such great importance? 

2. Give the function of the credit department. 

3. Specifically, how does the credit department serve the loan officers of e 
bank? the customers? 

4. How may the credit department cooperate with the new-business depart- 
ment? 

5. Indicate the work of each division of the credit department, 

0. List the direct sources of bank credit information; the indirect sources. 

7. Describe the duties of the credit investigator. 

8. What can the banker learn by statement analysis? 

9. Does the common-size comparative statement offer any advantages over 
the ordinary comparative statement? Discuss. 

10. List the uses to which credit folders are put. 

11. How do banks avoid liability for divulging credit information? 
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Problems 

1 Given the following financial data on Waterproof Woolens Manufacturing 
Corporation as of January 1. 


Current Assets 

1942 


1941 

Cash . 

$ 20,000 

$ 

100,000 

Accounts Receivable , 

650,000 


500,000 

Inventory 

500,000 


400,000 


$1,170,000 

$1,000,000 

Current Liabilities 

Notes Payable 

$ 20,000 

$ 

90,000 

Accounts Payable . 

500,000 


350,000 

Wages, taxes, and other accrued cur- 
rent obligations . . 

80,000 


60,000 


$ 600,000 

$ 

500,000 


Net profit 1941, $70,000; Average balance last 6 months of year- 1940, $100,-* 
000, 1941, $50,000 

(a) Which changes m these figures would the banker consider favorable 
ones? Unfavorable ones? 

(b) If all other factors were standard for the industry, and satisfactory to the 
banker, estimate the maximum line of credit he would authorize on a 90-day 
unsecured basis 

2. Factors, Inc , write that they have heard of certain unfavorable develop- 
ments regarding Waterproof Woolens Manufacturing Corporation and ask for 
an immediate credit report. Draft a short reply which will cover the situation 
and avoid liability. 

3 Set up comparative common-size statements for assets and liabilities only 
for the first year and last year of American Gadgets, Inc., shown in the balance 
sheets given in Chapter XV. 
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CHAPTER 13 


Bank Investments 


Role of investments. The traditional view of banking, largely- 
developed in Great Britain during the course of the eighteenth and 
nineteenth centuries, looked upon a commercial bank as a source of 
circulating, or working, capital for the business man. As a result, 
the bank’s chief asset was held properly to consist of short-term 
loans of the variety now usually referred to as “commercial,” while 
the major liability consisted of demand deposits. 

The history of American banking indicates that from its early 
days banks here have sought to place a large part of their funds in 
commitments other than commercial loans. In particular, they 
have made loans on mortgages to facilitate the development of 
agriculture and of urban real estate, and they have bought bonds of 
governments and corporations. 

The acquisition of these less liquid assets in the past has been 
explained and defended, in the face of criticism from conservative 
critics, on two grounds. 

In the first place, banks in this country, especially in localities 
where no mutual savings banks are found, have received substantial 
volumes of time deposits, not payable immediately on demand; and 
it has been contended that such deposits may properly be invested 
in less, liquid commitments. Since such depositors desire to place 
their money for longer periods with the bank, the argument ran, the 
latter is justified in investing such funds in investment securities 
and mortgages that do not mature and require cash payment within 
a short period of time. 

The second argument in favor of bank investments, which ap- 
plied especially to the purchase of government and corporation 
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bonds, has been that such assets, even if they do not have the qual- 
ity of liquidity and are not automatically paid off within a short 
period of time, do have the quality of marketability, or “shiftabil- 
ity.” This means that these assets can be sold, and so shifted to 
some other holder, and the bank thereby would obtain the cash pro- 
ceeds to repay depositors if it should face the threat of heavy with- 
drawals The evolution of our security markets into great ex- 
changes of nation-wide and even world-wide scope, it has been 
claimed, has justified investment — even of deposits of a bank which 
are repayable on demand — in readily marketable securities. 

Experience during major panics and depressions, particularly 
that of 1930-1933, has given repeated blows to the “shiftability” 
theory of commercial banking, and has tended at least to refute the 
contention that marketability is the equivalent of true liquidity in 
banking assets. Such experience has shown that long-term securi- 
ties are subject to the risk of severe price declines, and that market- 
ability may be impaired when there is a general rush to liquidate 
and little buying power available. 

Nevertheless, investment in securities has been an ever more im- 
portant feature of commercial bank operation in the United States. 
In fact, it has never been so important as it is today, when govern- 
ment obligations constitute much the largest part of a bank’s earn- 
ing assets. It is true that in some countries abroad efforts have 
been made to separate commercial banking entirely from invest- 
ment in any but government securities. The regulation of bank 
security investments in the United States has been far less drastic, 
but holdings of Government securities are several times as large as 
all other investments combined. 

History of bank investments. Early banking experience in this 
country was not favorable to the placement of any large proportion 
of the assets of a commercial bank in long-term securities. Per- 
haps the most notable instance of how acquisition of large blocks of 
securities proved disastrous to a bank was the failure of the second 
Bank of the United States in 1841, after it became a state-chartered 
institution in Pennsylvania. This experience and other similar 
ones resulted, in several commonwealths, in the passage of state 
laws barring bank purchases of bonds. 

^ The National Bank Act of 1863 provided for bank purchases of 
United States Government bonds to be used as security for circulat- 
ing notes, but not for investment in other types of securities. 
However, under a later opinion of the Comptroller of the Currency, 
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national banks did obtain the authority to purchase bonds for in- 
vestment without specific legislative authorization. Section 5136 
of the Revised Statutes, part of the National Bank Act, permits the 
discount and negotiation of “promissory notes, drafts, bills of ex- 
change, and other evidences of debt .” The last four words of this 
provision were interpreted by the Comptroller as permitting invest- 
ment in bonds, but a long line of court decisions has held that a 
bank may not make an investment in stock, except such as is spe- 
cifically authorized by statute 

State laws governing bank investments now vary a good deal. 
Investment in bonds is permitted in every state, but many states 
prohibit the purchase of stocks. New York State bars, to state 
banks, investment in stocks, with the usual exception of shares in 
safe-deposit subsidiaries, the Federal Reserve bank, and other such 
special cases. No similar prohibition, however, applies to trust 
companies chartered in that state. 

Specific statutory authorization to purchase bonds for investment 
was given to national banks, for the first time, in an Act of Febru- 
ary 25, 1927. This measure permitted national banks to invest m 
“bonds, notes, or debentures commonly known as investment se- 
curities, under such further definition of the term 'investment 
securities’ as may by regulation be prescribed by the Comptroller 
of the Currency.” The Comptroller ruled that only marketable 
obligations may be purchased by the banks. In defining the term 
marketable, however, he adopted a generous attitudo. He stated: 
“Under ordinary circumstances, the term ‘marketable’ means that 
the security in question has such a market as to render sales at in- 
trinsic values readily possible.” 

Banking Act of 1933. The heavy losses from security invest- 
ments suffered by most banks during the 1930-32 depression period, 
and the general belief that excessive purchases of securities by the 
banks contributed to the inflationary boom of the preceding years, 
led to new legislation. The Banking Act of 1933 was designed, in 
large measure, to curtail the participation of commercial banks in 
investment banking activity. This end was sought chiefly through 
the imposition of restrictions on bank investments. These restric- 
tions, which were made applicable to all members of the Federal 
Reserve System, may be summarized as follows: 

( 1 ) Banks were prohibited from underwriting new issues of se- 
curitios. This provision barred banks from participating in the 
wholesaling of security issues. A number of institutions formerly 
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had underwritten new issues, taking into their own portfolios what- 
ever portion of the offering was not purchased by other investors. 
This provision remains in effect. 

(2) A member bank was not to purchase more than 10 per cent 
of any one issue of securities in which the total issue exceeded $100,- 
000 in amount, or 50 per cent of the bank’s capital. This provision 
was designed to assure greater diversification in bank investments 
for the future. 

(3) A bank was not to invest more than 15 per cent of its capi- 
tal and 25 per cent of its surplus in the securities of any one obligor. 
Here, also, increased diversification was the objective. 

(4) Investment by a bank in a corporation organized to carry on 
the safe-deposit business was limited to 15 per cent of the bank’s 
capital and surplus. This provision has not been changed. 

(5) A bank was not to invest, directly or indirectly, in its pre- 
mises more than the amount of its capital stock, unless approval 
to invest a larger amount was given by the Comptroller of the Cur- 
rency to national banks, and by the Federal Reserve Board to state- 
chartered member banks. This also remains effective. 

The restrictions on bank investments have not been applicable, 
however, to bank purchases or underwriting of Government, state, 
or municipal bonds; to obligations issued under the Federal Farm 
Loan Act ; or to issues of the Federal home loan banks, the Federal 
Farm Mortgage Corporation, and the Home Owners’ Loan Corpora- 
tion. Member banks have continued to engage freely in the origi- 
nation and distribution of Federal, state, and municipal bonds, since 
the provisions of the Banking Act of 1933 went into effect. How- 
ever, where banks join in underwriting syndicates for such issues, 
these banks are subject to special supervision by the Federal Re- 
serve banks, and answers to questionnaires must be filed by the 
officers and directors of the banks in such cases. This is designed 
to make effective the provisions of the law barring the operation of 
bank security affiliates. 

This law further provided that state member banks were to be 
subject to the same limitations and conditions with respect to the 
purchase, sale, underwriting, and holding of investment securities 
and stocks as are applicable to national banks. Thus, if more 
banks are brought into the Federal Reserve System, this provision 
will make it possible to establish uniform regulation of bank invest- 
ments throughout the country. 
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Banking Act o£ 1935. The comparatively narrow restrictions on 
individual bank investments contained in the Banking Act of 1933, 
designed to achieve a desirable degree of diversification m bank 
portfolios, proved too rigid. In the Banking Act of 1935, enacted 
only two years later, the limitation on the proportion of any one 
issue of securities that a bank could buy was removed. Instead, 
the new act substituted a single limitation that the securities “of 
any one obligor or maker” could not be purchased to an amount in 
excess of 10 per cent of its capital and unimpaired surplus. Thus, 
diversification was assured, but the bank could buy an entire issue 
of bonds if it were so minded, as long as the amount was within 10 
per cent of its capital and surplus. 

The chief effect of the enactment of the Banking Act of 1935, 
however, was the drastic revision of the regulations of the Comp- 
troller of the Currency applicable to bank bond investments that 
was effected under it. The Regulation of February 15, 1936, for 
the first time sought to establish effective qualitative as well as 
quantitative standards for bank bond investments. As subse- 
quently amended in 1938, to reduce the emphasis upon marketabil- 
ity contained in earlier regulations, the Investment Securities Reg- 
ulation of the Comptroller limited member bank bond purchases as 
follows: 

An obligation of indebtedness which may be purchased for its own account by 
a national bank or State member bank of the Federal Reserve System, in order 
to come within the classification of “investment securities” within the meaning 
of paragraph Seventh of said Section 5136, must be a marketable obligation, i.e , 
it must be salable under ordinary circumstances with reasonable promptness at 
a fair value; and with respect to the particular security, there must bo present 
one or more of the following characteristics: 

(a) A public distribution of the securities must have been provided for or 
made in a manner to protect or insure the marketability of the issue ; or, 

(b) Other existing securities of the obligor must have such a public distribu- 
tion as to protect or insure the marketability of the issue under consider- 
ation; or, 

(c) In the case of investment secunties for which a public distribution as set 
forth in (a) or (b) above can not be so provided, or so made, and which 
are issued by established commercial or industrial businesses or enter- 
prises, that can demonstrate the ability to service such securities, the debt 
evidenced thereby must mature not later than ten years after the date of 
issuance of the security and must be of such sound value or so secured as 
reasonably to assure its payment; and such securities must, by their terms, 
provide for the amortization of the debt evidenced thereby so that at 
least 75 per cent of the principal will be extinguished by the maturity 
date by substantial periodic payments: Provided, That no amortisation 



BANK INVESTMENTS 


247 


need be required for the period of the first year after the date of issuance 
of such securities 

(2) Where the security is issued under a trust agreement, the agreement must 
provide for a trustee independent of the obligor, and such trustee must be a bank 
or trust company 

(3) All purchases of investment securities by national and State member banks 
for their own account must be of securities “m the form of bonds, notes, and/or 
debentures, commonly known as investment securities”, and every transaction 
which is m fact such a purchase must, regardless of its form, comply with this 
regulation. 

Special provision is made, it will be noted, for investment m 
bonds that do not enjoy a public market, where an adequate sink- 
ing fund gives assurance of repayment. 

But the Comptroller went much further, in laying down regula- 
tions to govern member bank investments, than merely to define 
marketability and to specify other standards where marketability 
does not exist. He laid down eight additional rules to govern bank 
investments as follows: 

(1) Although the bank is permitted to purchase “investment securities” for 
its own account for purposes of investment under the provisions of R S. 5136 and 
this regulation, the bank is not permitted otherwise to participate as a principal 
in the marketing of securities. 

(2) The statutory limitation on the amount of the investment securities of any 
one obligor or maker which may be held by the bank is to be determined on the 
basis of the par or face value of the securities, and not on their market value. 

(3) The purchase of “investment securities” m which the investment charac- 
teristics are distinctly or predominantly speculative, or the purchase of securities 
which arc m default, either as to principal or interest, is prohibited. 

(4) Purchase of an “investment security” at a price exceeding par is pro- 
hibited, unless the bank shall — 

(a) Provide for the regular amortization of the premium paid so that the pre- 
mium shall be entirely extinguished at or before the maturity of the security 
and the security (including premium) shall at no intervening date be earned 
at an amount in excess of that at which the obligor may legally redeem such 
security; or 

(b) Set up a reserve account in order to amortize the premium, said account 
to be credited periodically with an amount not less than the amount required 
for amortization under (a) above. 

(5) Purchase of securities convertible into stock at the option of the issuer is 
prohibited. 

(6) Purchase of securities convertible into stock at the option of the holder or 
with stock purchase warrants attached is prohibited if the price paid for such 
secunty is in excess of the investment value of the secunty itself, considered in- 
dependently of the stock purchase warrants or conversion feature If it is ap- 
parent that the price paid for an otherwise eligible security fairly reflects the 
investment value of the security itself and does not include any speculative value 
based upon the presence of a stock purchase warrant or conversion option the 
purchase of such a seounty is not prohibited. 
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There were two other rules regulating repurchase agreements 
covering securities. 

By far and away the most important of these rules was (3) 
above, which bars from the list of investments eligible for bank in- 
vestment securities “predominantly speculative.” What criteria 
were to be used in passing upon individual issues and groups of 
bonds? Who would decide which security was speculative? 
These were but a few of the questions that were asked. 

The Comptroller’s regulation of 1936 did contain a very signifi- 
cant footnote to rule (3), which read: 

“The terms employed herein may be found in recognized rating manuals, and 
where there is doubt as to the eligibility of a secunty for purchase, such eligi- 
bility m ust be supported by not less than two rating manuals 

Since there were four recognized rating services at the time that 
the Regulation appeared, Standard Statistics, Moody, Poor, and 
Fitch, this footnote meant in effect that two out of the four would 
have to agree that a given bond was not speculative. The authori- 
ties thus gave official cognizance to the rating agencies, despite the 
fact they were not themselves under regulation and were free to set 
up any standards they pleased. The rating agencies themselves 
hesitated to assert which ratings made a bond “predominantly 
speculative” and which did not. Accordingly, larger banks adopted 
the policy of analyzing each issue themselves, and thus deciding 
whether or not it could be defended as non-speculative. However, 
a good deal of experience will doubtless be necessary before reason- 
able and equitable rules can be promulgated and officially inter- 
preted to carry out the intent of the regulations that banks restrict 
their purchases to bonds of relatively high investment quality. 

This has been fully recognized by the Comptroller of the Cur- 
rency. An address delivered by the Comptroller shortly after the 
Regulation was promulgated stated: 

As is inevitable m the matter of regulations, questions of interpretation arise 
from time to time. While there has been unanimous approval of the objective 
toward which these regulations are directed, c committee of the American Bank- 
ers Association has suggested that some of their members desire to have clarified 
certain aspects of the regulations 

Inquiry has been made as to whether member banks are confined to the pur- 
chase of securities which have a rating classification in one of the four groups 
according to rating services. The responsibility for proper investment of bank 
funds, now, us in the past, rests with the directors of the institution, and there 
has been and is no intention on the part of this office to delegate this responsi- 
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bility to the rating services, or in any way to intimate that this responsibility 
may be considered as having been fully performed by the mere ascertaining that 
a particular security falls within a particular rating classification. 

Reference to the rating manuals was made m the regulation m recognition of 
the fact that many banking institutions, by reason of lack of experienced person- 
nel and access to original sources, are unable personally to investigate the back- 
ground, history and prospects of a particular issuer of securities, and conse- 
quently must rely to some extent upon such information as has been compiled by 
various rating services m their large rating manuals. It may also be expected 
that banking institutions will desire to supplement their own judgment by check- 
ing it against the opinion of others, including ratings that have been given by 
rating services. Such ratings, however, regardless of whether or not they are m 
the first four groups, are not conclusive on the question of eligibility. It is rec- 
ognized that some securities, which are entirely eligible from a non-speculative 
standpoint at the time they are available for purchase, may have as yet received 
no rating by the rating services. It is also recognized that a security with a 
high rating according to the services may, in the circumstances of a particular 
case, be an undesirable investment, whereas on the other hand, conditions exist- 
ing at the time of investment may make a security entirely eligible, notwithstand- 
ing the fact that it has a comparatively low rating according to the standard 
rating services. In the latter type of case, of course, there will be a correspond- 
ingly greater burden upon the bank to satisfy the examiners that a particular 
security is in fact eligible from a non-speculative standpoint 

Paragraph (5) m section II of the regulations prohibits the purchase of secu- 
rities convertible into stock at the option of the issuer. In this connection 
question has been raised as to purchase of securities accompanied by stock pur- 
chase warrants or rights It is unnecessary to remind you gentlemen of the pro- 
hibition against banks investing in stocks. The statement quoted a few moments 
ago relative to the danger of investment in convertible bonds equally applies to 
securities carrying stock purchase rights They are speculations — and m addi- 
tion to being objectionable as such, they in effect constitute a prohibited invest- 
ment m stocks because the price paid by the bank involves a premium which m 
part reflects the conjectural value of the stock right, and such purchase is to 
that extent not a purchase of an investment security. Inasmuch as the bank is 
prohibited by law from exercising the purchase warrant after it has been ac- 
quired, such portion of the bank funds as are allocable to the original purchase 
of the warrant, would have been expended on no justifiable basis under the law. 

Some banks have misunderstood the amortization requirements of the regula- 
tions as respects securities purchased at a price exceeding par. It should be 
made clear that the premium need only be gradually amortized at regular inter- 
vals over the life of a security to the end that at its maturity the security will 
not be carried at an amount m excess of par If the security as callable at a 
given price above par, the rate of amortization will have to be such as to have 
gradually extinguished the premium down to call price by the call date, regard- 
less of whether the security is in fact called on that date. Thereafter, if not 
called, amortization shall continue from that point to maturity on the same 
basis as though the security had been purchased on the call date at the call 
price. 

It is clear, however, that the effect of the Comptroller’s regula- 
tion will be to raise the average quality of bank security portfolios 
to a considerable degree, and bar for member banks speculative in- 
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vestment policies that were not uncommon in the past. The Com- 
mission on Banking Law and Practice of the Association of Reserve 
City B anker s had the following strictures to make on the past in- 
vestment policies of banks : 

The disastrous period of bank liquidations is getting further and further behind 
us and it is probable that even bankeis are becoming somewhat forgetful of the 
true causes of the trouble, although at one time there would have been little dis- 
agreement as to the factors involved Most of the public, unfortunately, never 
knew fully the causes of our banking troubles because the facts were not avail- 
able to them, and they might be easily convinced that the whole trouble can be 
charged to so simple a thing as strict eligibility requirements. 

It is contended that a study of the assets of failed banks would completely 
dispel the view that the troubles of these banks were due chiefly to a lack of 
borrowing power. No one can peruse the facts without arriving at the absolute 
conviction that the troubles of the banks were due in considerable part to assets 
which should never have been in the banks at any time, under any condition. 
In the years prior to the depressions of both 1921 and 1929 the banks became 
involved in the speculative fever of the age, and many of them filled their port- 
folios with assets which wore bound to show losses with the turn of the economic 
tide. No artificial methods of liquidity and no attempt to have the Federal 
Reserve System hold up the inflated balloon could possibly have avoided the 
ultimate consequences 

It may be of interest at this point to present a few simple facts which were 
revealed by a detailed analysis of the assets of failed banks. Of the banks fail- 
ing in 1931, 105 were picked at random from all sections of the country, and the 
50 bonds contributing the greatest depreciation to the portfolios of the 105 banks 
were listed and tabulated. The two bonds which contributed the greatest depre- 
ciation to the portfolios of this group were convertible bonds which had been 
bought at prices substantially above par In other words, they were specula- 
tions. There were several other convertible bonds in the list which also caused 
heavy losses. Of the first 50 bonds in point of depreciation, only five had ratings 
of the first three grades m 1929; four of these five were convertible issues in 
which the banks’ losses were due to having bought them at too high a price. 
The remainder of the issues were of the fourth grade or lower. These banks 
were sacrificing security for high yield. Only four of the 50 issues were brought 
out before 1923 and 43 per cent of them were brought out in 1928 or later. In 
other words, the bonds causing the greatest amount of depreciation were unsea- 
soned issues, largely the product of boom conditions in the bond market. 

The net effect of the Regulation, and of the great expansion of 
the national debt in recent years, has been to limit bank purchases 
of corporate securities and concentrate their investments mainly in 
United States government obligations. 

Evaluation of investments. Quotations on most of the invest- 
ments of commercial banks may be readily obtained from the usual 
tables of stock exchange and over-the-counter market prices. 
Nevertheless, the evaluation of these portfolios raises for the banks 
and their customers a number of vital and interesting questions. 
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Before the 1930-1933 depression most banks carried their bonds 
at cost, with an allowance for amortization of premiums above par. 
In special cases, especially where a default or a sweeping decline m 
market price had occurred, a reserve might be set up from earnings, 
or the bond might be written down directly, with a corresponding 
deduction made from undivided profits or reserves for contingen- 
cies. In making up a report upon the status of the institution m 
question, examiners of the Federal or state regulatory authorities, 
the local clearing house, or the Federal Reserve bank would fre- 
quently mark down bonds in instances where quite substantial de- 
clines in market price had occurred. 

It early became evident, during the period of sweeping declines 
in bond prices after 1930, that a wholesale closing of banks would be 
necessary if the market quotations of bonds were taken by exam- 
iners to determine whether or not the capital of the institution had 
become impaired. 

In September, 1931, therefore, the Comptroller of the Currency 
sought to base the valuation of bond investments upon an “intrinsic 
value,” as against a market value, basis Bonds were to be graded, 
he ordered, on the basis of the lowest rating given each issue by four 
leading statistical agencies. The four highest grades of bonds, as 
thus classified, were valued at cost, with an allowance for amortiza- 
tion of premium or discount, regardless of market price. Other 
issues were to be written down to market by a charge against earn- 
ings of 25 per cent of the depreciation semi-annually. Defaulted 
bonds were to be written down to market quotations immediately. 

The Comptroller’s Investment Securities Regulation of July 1, 
1938, provided for a permanent system of appraisal of bond invest- 
ments in bank examinations. Securities are to be divided into four 
groups. Group I includes “marketable obligations in which the 
investment characteristics are not distinctly or predominantly spec- 
ulative. The group includes general market obligations in the four 
highest grades and unrated securities of equivalent value.” Such 
issues are to be included without allowance for either appreciation 
or depreciation, except for amortization of premiums above par 
paid for them. 

Group II comprises securities “in which the investment charac- 
teristics are distinctly or predominantly speculative. This group 
includes general market obligations in grades below the four high- 
est, and unrated securities of equivalent value.” Such issues are 
to be valued at the average market price for eighteen months just 
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preceding examination, and 50 per cent of the net depreciation is to 
be deducted in computing the net sound capital of the bank, which 
is the primary objective of the examination. By taking only half 
the depreciation, the possibilities of a subsequent recovery in price 
is provided for. 

Group III, comprising securities in default, and Group IV, con- 
sisting of stocks, are to be written down to market, the entire de- 
preciation being considered a loss. 

(At the end of 1938, the insured commercial banks of the country 
reported that 87.6 per cent of their security holdings were in Group 
I. These comprised 48.2 per cent in Federal Government bonds, 
20.6 per cent m other governmental obligations, 10.7 per cent in 
better-grade corporate bonds, and 8.1 per cent in “borderline” 
bonds. Investments in Groups II, III, and IV amounted to 13.6 
per cent of the total ) 

Profits from securities. The Investment Securities Regulation 
of the Comptroller of the Currency also regulates the manner in 
which member banks may handle profits and losses from the sale of 
investment securities. 

Profits realized from the sale of bonds may not be used for any 
purpose except writing off security losses and establishing adequate 
reserves for future losses, if these remain to be taken care of. Bank 
examiners are expected to back up this policy of earmarking invest- 
ment profits to absorb realized or prospective losses by encouraging 
the establishment and maintenance of adequate reserves and criti- 
cizing speculative investment policies on the part of the banks. 

Published bank condition statements, however, may show the 
bond portfolio on the basis of cost. As a result, an examiner’s re- 
port on a bank and the published statement of condition often vary 
considerably. Many a bank has a substantial “hidden asset” in 
the shape of a bond portfolio worth considerably more than book 
value. 

Rediscounting of investments. An effort further to reduce the 
risks inherent in bank purchases of long-term securities has been 
made in several countries through granting to such holdings the 
rediscount privilege at the central bank. In several European 
central banks, securities may, under certain stated conditions, be 
put up as collateral for advances to individual banks. These ad- 
vances are referred to as “Lombard loans,” to distinguish them 
from the discounting of ordinary bills and commercial paper. 
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The Federal Reserve Act did not originally provide for advances, 
secured by securities, to member banks. However, under the so- 
called “War Amendments,” passed in 1917 and never repealed, 
member banks were permitted to obtain advances from the Federal 
Reserve banks on the security of Federal Government obligations, 
which were considered for this purpose to be worth par at all tim es. 
As a result, a virtual premium has been placed on the investment of 
bank funds m Treasury obligations, and the market for such securi- 
ties thus broadened to a large extent This move was similar in 
character to, but much more far-reaching in effect than, the provi- 
sion of the original National Bank Act of 1863, which permitted 
national banks to issue currency on the security of the Federal Gov- 
ernment bonds which they purchased and deposited for the purpose 
at Washington with the Comptroller of the Currency. 

The Emergency Banking Act of 1933 permitted the Federal Re- 
serve banks to lend to members, for a time, on any assets. The 
broadening of “Lombard loan” privileges on a permanent basis, to 
permit advances secured by other securities than bonds of the Fed- 
eral Government and Federal agencies, was made a permanent fea- 
ture of the law only in 1935, and, as has been seen, a penalty rate 
was imposed on such advances. 

Investments and earnings. Although the aggregate of invest- 
ments of all commercial banks has surpassed the total of their loans 
during recent years, the return from investments has averaged less 
than that derived from loans This result is due to the fact that 
a considerable volume of loans, particularly personal loans and ad- 
vances to small business concerns where service costs are consider- 
able, is made at relatively higher interest rates. Also, a large part 
of bank investments, consisting of short-term Treasury and the 
best corporate securities, yields a very low rate of return. 

In the year 1944, the member banks of the Federal Reserve Sys- 
tem reported earnings on loans at $563,000,000. In that year, in- 
terest and dividends received on securities held aggregated $960,- 
000,000. The banks realized profits and recoveries on securities in 
excess of the losses charged off on investments in every year from 
1934 to 1944, whereas charge-offs on loans were materially larger 
than recoveries from that source in every year during this period 
except 1943 and 1944. 

Real estate loans. The lending of money on real estate mort- 
gages has played an important r61e in the activity of American 
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banks, although the total of such investments for nearly all insti- 
tutions is substantially smaller than the total holdings of Govern- 
ment or corporate bonds. Mortgage loans necessarily represent a 
long-term commitment of funds by the lender, since the usual pur- 
pose of such loans is to finance the erection and maintenance of real 
property. In this respect, mortgage loans resemble security invest- 
ments. On the other hand, since mortgages lack the quality of 
marketability, they are less satisfactory as an element in a bank’s 
portfolio than are high grade bonds with a broad, open market. 

In accordance with the older theory of commercial bank liquidity, 
and also as a result of adverse experience in the early history of 
American banking, national banks were not authorized by the Act 
of 1863 to make real estate loans. Later in the century, however, 
state banks and trust companies in several jurisdictions were per- 
mitted to lend on real estate. Especially in the case of country 
banks, which held large amounts of time deposits and had few op- 
portunities for making local commercial loans, did mortgage loans 
play a large role in portfolio policy. Many such institutions, in 
point of fact, actually carried on a business more akin to that of 
savmgs or mortgage banks than to commercial banking, as the term 
has been traditionally defined. 

The Federal Reserve Act first permitted national banks outside 
large cities to make farm mortgage loans. Later, permission to 
make urban mortgage loans up to one-year maturity, under strict 
safeguard, was extended, and subsequent legislation broadened the 
power. Loans may now be made by national banks on first mort- 
gages on urban or farm realty. If the mortgage has a single ma- 
turity, loans may be made up to 50 per cent of the value of the 
mortgaged property, and with a maturity up to five years, with 
renewals permissible. If installment repayments that will aggre- 
gate at least 40 per cent of the amount of the loan are provided, it 
becomes permissible to lend up to 60 per cent of the value of the 
pledged property, for a period up to 10 years. Mortgages insured 
by the Federal Housing Administration (FHA mortgages) under 
Title II of the National Housing Act are exempt from these restric- 
tions. 

A national bank may make mortgage loans, in the aggregate, up 
to either the full amount of its unimpaired capital and surplus or 
up to 60 per cent of its time and savings deposits, whichever is the 
greater. In addition, national banks may acquire real estate mort- 
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gages when given in good faith to protect debts previously con- 
tracted on an unsecured or otherwise secured basis. 

Amount of mortgage loans. The great decline in realty values 
during the depression of the early thirties, and the impairment of 
liquidity suffered by banks that had large amounts of real estate 
and farm mortgages in their portfolios, have caused such holdings 
to shrink in recent years. At the end of 1930, all member banks 
held $386,726,000 in farm mortgage loans, and $2,847,045,000 in 
loans on other real estate. At the end of 1934, farm mortgage loans 
of member banks had fallen to $261,796,000, a drop of 33 per cent. 
Urban loans fell from $2,847,045,000 to $2,011,565,000, a decline of 
30 per cent. Of course, this decline reflected in a measure the sus- 
pension of a number of banks during the interim, as well as whole- 
sale foreclosures on defaulted loans and repayments. 

The extent to which mortgage loans are favored by country banks 
is illustrated by the following classification of member bank mort- 
gage loans, as reported by the Federal Reserve Board, for Decem- 
ber 30, 1944: 

New York Banks Chicago Banks 


%of 

%0f 

Loans and 

Loans and 


Real Estate Loans 

Amount 

Investments 

Amount 

Investments 

On farm land 

$ 8,000 

— 

$ 631,000 

0 01 

On residential property 

46,072,000 

0.20 

13,659,000 

0 25 

On other properties 

40,296,000 

0.17 

9,647,000 

0.18 

Total . . 

$86,375,000 

0.37 

$23,937,000 

0.44 


Reserve City Banks 

Country Banks 


Real Estate Loans 

Amount 

%of 

Loans and 
Investments 

Amount 

%of 

Loans and 
Investments 

On farm land 

, $ 47,124,000 

0.14 

$ 195,484,000 

0 69 

On residential property. . , 

1,096,005,000 

235,960,000 

3.26 

1,234,019,000 

4 33 

On other properties . 

0.70 

289,611,000 

1.01 

Total. , 

$1,379,089,000 

4.10 

$1,719,114,000 

5.03 


In addition to such holdings of real estate mortgages by member 
banks, non-member institutions have held almost a billion dollars 
of such loans. 

Several efforts to increase the “shiftability” of mortgage loans 
have been made in recent years. Mortgages may now be used as 
security for the special four-month advances that member banks 
may obtain from the Federal Reserve banks. The Federal Home 
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Loan Bank System of twelve home loan banks serves building and 
loan associations and other mortgage banking institutions, but not 
commercial banks. However, by relieving the pressure on other 
lenders, the result is to help stabilize the whole mortgage situation 
in deflation periods. Insurance of mortgages under the National 
Housing Act, described later, greatly enhances their shiftabihty. 


Questions for Study and Review 

1 Why have bond investments of commercial banks increased so rapidly 
during the past three decades 9 

2 Why was the authority to invest in corporate bonds withheld from banks 
in the original National Banking Act? 

3. Summarize the statutory restrictions which govern bond mvestments by 
banks at the present time 

4 Can the purchase of long-term bonds by commercial banks be regarded as 
an example of a self-liquidating transaction 9 Does this purchase increase the 
bank's liquidity ratio? 

5. From the point of view of the commercial bank's portfolio policy, compare 
the concepts of liquidity and marketability 

6. How do bank examiners evaluate a bank portfolio? 

7. What are "Lombard loans”? Are they permitted to the Federal Reserve 
banks in the United States? 

8. Why do country banks tend to invest a larger percentage of their total 
resources in bonds than do city institutions? 

9. A commercial banker says he must get at least 5 per cent from his bond 
mvestments, because he pays 3 per cent on savings accounts and he needs at 
least 2 per cent additional to cover his expenses and yield some profit. Is his 
position sound? 

10. To what extent is it advisable for commercial banks to make real estate 
mortgage loans 9 Have recent developments m mortgage banking helped to 
improve the suitability of such loans for commercial institutions? 


Problems 

1 A commercial bank has unrealized appreciation of $2,000,000 m its bond 
account It has no holdings below Group I. What should it do in the event 
that it sells a substantial amount of bonds and -thus realizes a profit? 

2. There is a desirable 4 per cent bond of a financially strong corporation that 
a bank would like to buy. It is selling at 102, and it is convertible into ten 
shares of stock, each being quoted at 68. Can this bond be purchased under the 
Comptroller's Regulation? 

3 To what extent at the present time may a commercial bank act as an in- 
vestment dealer? Under prevailing restrictions, would it be advisable for a bank 
located m a city of 600,000 population — where a number of insurance companies, 
savings banks, and other investment institutions are located— to open a bond de- 
partment? Outline the considerations that would influence the decision. 
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4 A bank board is undecided whether to invest 20 or 30 per cent of its time 
deposits m real estate mortgage loans Would the decision to have half the 
mortgages insured by the Federal Housing Administration affect the final choice 
of policy ? 
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CHAPTER 14 


Bank Investments — Portfolio Policies 


Organization for bank investment. Now that bond investments 
have become more important than loans for numerous commercial 
banks, such banks can no longer afford to pursue haphazard invest- 
ment policies. Rather, it is necessary to build up within the insti- 
tution an organization capable of handling the investment portfolio 
of the bank soundly and conservatively, with necessary adjustments 
from time to time as required by changing conditions. While this 
may prove costly, it can be offset in many instances by a contrac- 
tion of loan department expenses because of the lessened relative 
importance of this phase of the bank’s business. 

As a practical matter, responsibility for conducting the bank’s 
portfolio of investments should be placed upon one officer. How- 
ever, a written statement of policy and investment program should 
be prepared and approved by the whole board of directors. 

In addition to the personnel of the bank’s own investment de- 
partment, which should comprise at least some persons with a train- 
ing in investment rather than commercial lending, several other 
sources of information and advice are available and should be uti- 
lized to the extent required. Statistical services, correspondent 
banks, security dealers, and investment counsel organizations, 
which furnish advice for a fee, are utilized by banks to aid or sup- 
plement their own investment personnel. Large metropolitan 
banks have built up extensive investment departments, not only 
for their own requirements but also to help correspondent banks. 
Institutions with large personal trust departments can utilize in- 
vestment information for both trust accounts and bank investment 
management. 
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The Comptroller of the Currency has made it clear that the ulti- 
mate responsibility for investments rests with the bank’s directors 
and officers, even where individual bonds conform to the rating 
standards described in the preceding chapter. “Such ratings are 
not conclusive on the question of eligibility,” he has stated. This 
consideration makes it of added importance that banks maintain a 
file of data on the securities they purchase to enable them to satisfy 
examiners that the choice of bonds is based upon adequate investi- 
gation by the buying institution. 

The investment department of the bank has two primary func- 
tions. First, it must aid the management in evolving a suitable 
investment policy, laying down the broad principles that will guide 
the conduct of the bank’s portfolio in the light of the particular 
conditions that confront the institution. Second, it will analyze 
and watch individual issues that are held, or that are being consid- 
ered for purchase. 

Factors that determine portfolio policy. A bank’s investment 
policy cannot be evolved in a vacuum. It must be based upon an 
analysis of the following factors: 

(1) The capital position of the institution. The higher the ratio 
of capital funds (capital, surplus, and undivided profits) to de- 
posits, the greater the ability of a bank to purchase longer-term 
bonds that are subject to some risk of market depreciation at times. 
Where capital funds are relatively small with relation to deposits, 
on the other hand, it is necessary to pursue an investment portfolio 
policy of maximum conservatism, as regards both the quality of in- 
vestments and their maturities. 

(2) The behavior of the bank’s deposits. Institutions whose de- 
posits are quite stable in volume, either because they comprise a 
large proportion of savings deposits or for other reasons, can hold a 
greater percentage of bonds that may depreciate on the market for 
a time than can banks that may be called upon by depositors to pay 
out a large part of their deposits at one time. Banks in large cities 
belonging in the category of so-called “money market institutions” 
are particularly subject to heavy withdrawals on short notice, since 
a large proportion of their deposits consists of funds placed with 
them by other banks and by large corporations which may make 
sudden withdrawals of most or all of their deposits. 

(3) The nature of the other assets of the bank. Where a bank 
holds substantial amounts of other assets of a “slow” character, such 
as mortgage and term loans, foreclosed real estate, or a costly bank 
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building, it must be so much more careful in its investments. On 
the other hand, where other assets are nearly all of a highly liquid, 
sound character, the investment portfolio policy could be based 
upon the assumption that the bank will not be embarrassed if a 
temporary decline in the level of bond prices makes it impracticable 
for a time to sell securities, even if deposits should shrink in volume. 

Investment risks'. There are two different kinds of risk that the 
management of a bank must consider m the evolution of its invest- 
ment policy. First, there is the credit risk, that is, the possibility 
that interest or principal will not be paid when due by the obligor. 
Second, there is the risk of a rise in the level of interest rates due to 
a change in supply and demand factors in the money market, which 
will cause high-grade bonds to decline in price regardless of the 
strength of their credit status. 

Discussing the choice of bank investments, a report by the Bank 
Management Commission of the American Bankers Association on 
‘‘Investment Standards and Procedure” outlines three primary con- 
siderations for the management. These are: 

(1) The bank may want to raise cash through sale of bonds dur- 
ing emergency periods. At such times, bonds of poor credit tend 
to decline very much more sharply than higher-grade issues. 

(2) The bank is investing not only its own capital, but also funds 
received from depositors payable on demand or on short notice. 
Hence, the management cannot adopt the point of view of an in- 
vestment trust, but must be ready to pay out deposits in full on 
very short notice, if required. 

(3) The bank must periodically make public a statement of con- 
dition, and must subject itself to periodic examination by the regu- 
latory authorities. 

United States Government bonds. The bulk of the investments 
of commercial banks today are in obligations of the Federal govern- 
ment. 

Treasury issues or those guaranteed by the United States Gov- 
ernment are in a class apart, among bank investments. The chief 
reasons why banks especially favor such investments are: 

(1) Their high quality. They are backed by the unlimited tax- 
ing power of the Federal government. 

(2) They can be utilized freely as collateral for advances from 
the Federal Reserve banks, without penalty rates. 

(3) It has been indicated that advances will be made against 
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Government bonds at par by the Federal Reserve banks, even 
where they are quoted at a discount in the market. 

(4) The Treasury and the Federal Reserve banks have inter- 
vened in the market to avoid undue, wide fluctuations in Govern- 
ment bond quotations. No similar artificial support at times of 
crisis is available in the market for any other type of obligation. 

(5) Bank examiners are known to look with favor upon large 
holdings of Government bonds by banks. 

The question is sometimes asked whether a bank may have too 
large a proportion of its investments in Government obligations. 
Apart from considerations of yield, it is doubtful whether this can 
be so. For the reasons just stated, United States Government di- 
rect and guaranteed issues enjoy a number of advantages reflecting 
both their innate strength and the favorable attitude toward them 
shown by the supervisory authorities. It is true that a bank may 
have too large a proportion of its assets in long-term investments 
that are subject to depreciation when interest rates rise, particu- 
larly if the ratio of capital funds to deposits is low. Having deter- 
mined the proportion of the bank’s assets that is to be placed in 
investments, however, Government issues represent the most con- 
servative single class of securities for a bank to buy. 

The fact that the Federal budget has been unbalanced for a pe- 
riod of years has naturally caused serious concern to a number of 
bankers whose institutions hold large amounts of Treasury obliga- 
tions. There can be no question that a chronic budget deficit in- 
volves a number of serious dangers for the financial and economic 
stability of the nation. On the other hand, it must be recognized 
that the Federal Government can expand taxes as required to main- 
tain service on an enlarged debt, and that it can even resort in ex- 
tremes to the issuance of fiat money to meet its obligations. No 
other obligor in the country can do this. 

If, because of unsound fiscal policies, an inflationary rise in com- 
modity prices finally results and bond prices are depressed because 
of this, there is no reason why Government bond quotations should 
suffer any more than the prices of other issues. They may decline 
considerably less, in fact, because of artificial support and the abil- 
ity of the banks to obtain advances against their Government bond 
portfolio. 

Furthermore, when Government bonds decline for whatever rea- 
son, there is usually considerable shifting by holders of corporate 
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issues into Governments, which helps to stabilize the market for 
the latter. 

Banks have the choice of purchasing Treasury bills, maturing 
within a few months at the most, Treasury notes coming due 
within five years, or longer-term bonds. During recent years, the 
yield on Treasury bills has been very low, while the return from 
other Treasury securities has increased with the lengthening of ma- 
turities Some banks have pursued a policy of establishing a re- 
serve out of the higher yield they obtain from longer-term bonds to 
offset possible depreciation of these issues in the future due to a rise 
in the level of interest rates. 

Distribution of bank investments. The bulk of commercial 
bank funds placed in investments has been in United States Gov- 
ernment, state and municipal, railroad, and public utility obliga- 
tions. During the years preceding 1930, a number of banks bought 
industrial and foreign bonds freely, while state banks and trust com- 
panies, where state law permitted, acquired stocks of utility and 
industrial enterprises as well. Since 1930, however, banks have 
concentrated their investments increasingly in United States Gov- 
ernment bonds and contracted holdings of other types of obliga- 
tions. 

The table opposite compares investment holdings of all commer- 
cial banks. The comparisons are made, by types of securities, for 
the years 1921, 1930, 1933, and 1944 (June 30 of each year). The 
figures have been taken from the annual reports of the Comptroller 
of the Currency. 

A fuller statement of bank investments, by classes of securities 
held, is published by the Board of Governors of the Federal Reserve 
System. This report is compiled from the condition reports made 
to the Board by member banks, and is made available after each 
call for bank condition statements issued by the Board. The in- 
vestments of all members, December 30, 1944, were therein shown 
as follows: 


Type of Security 


U. 8. Government direct obligations — total 


Amount 
(000 omitted) 
. $66,783,630 


Treasury bills , .... . 3,747,838 

Treasury certificates of indebtedness ... . 13,981,838 

Treasury notes 14,126,875 

United States savings bonds 456,407 

Bonds maturing in 5 years or less 5,308,973 

Bonds maturing in 5 to 10 years 22,466,622 
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Type of Secunty ( Continued ) 

Amount 

(000 omitted) 

Bonds maturing m 10 to 20 years - 5,117,870 

Bonds maturing after 20 years 1,578,489 

Obligations guaranteed by United States Government. . 901,737 

Obbgations of States and political subdivisions $ 2,857,760 

Other bonds, notes, and debentures . . $ 2,031,223 

Corporate stocks . $ 318,747 

Corporate investments are classified in detail in the Supplement 
to the annual reports of the Comptroller of the Currency. On De- 
cember 31, 1941, all commercial banks held $862,000,000 of railroad 
obligations, $559,000,000 of public utility bonds, and $813,000,000 
of industrial and miscellaneous bonds. Foreign bonds held totaled 
$171,000,000. 

Investments and size of bank. Country banks have tended in 
the past to place a larger proportion of their funds in security in- 
vestments than have city institutions. Thus at the end of 1930, 
before depression influences became pronounced, the distribution of 
security investments of the banks, by groups of institutions (shown 
in Member Banks Call Report, issued by the Federal Reserve 
Board), was: 


Bank Groups 

Number 
of Banks 

Security 

Investments 

% of Total 
Resources 

New York City banks 

48 

$2,435,356,000 

18 

Chicago banks 

14 

517,586,000 

20 

Other Reserve city banks 

402 

3,517,429,000 

22 

Country banks 

. 7,588 

4,518,652,000 

29 


8,052 

$10,989,023,000 

23 


A Senate Banking and Currency Committee report on bank se- 
curity investments at the time ascribed this tendency for country 
institutions to favor bond investments for their portfolios as fol- 
lows: 

Country banks, it will be noted, have a larger proportion of their resources in 
bond investments than do city institutions, whereas the latter are more heavily 
involved in security loans This reflects the relatively restricted demand for 
advances on security collateral m the smaller communities, and the less direct 
access of country banks to the financial centers, where the need for security 
loans is keenest. It also reflects the larger proportion of time deposits of the 
country institutions, as it is generally felt the receipt of such deposits justifies 
die making of less liquid commitments, including the purchase of securities that 
may not be readily marketable. 



BANK INVESTMENTS— PORTFOLIO POLICIES 265 

After 1930, with the shrinkage m all types of loans and the grow- 
ing investment of bank funds in Government bonds, such holdings 
constituted a larger proportion of the portfolios of all types of insti- 
tutions than ever before At the end of 1944, investments con- 
stituted more than 60 per cent of the total resources of all member 
banks, and almost 90 per cent of such investments consisted of 
United States Government obligations. 

Secondary reserves. The average banker purchases bonds for 
investment because sufficient attractive lending opportunities are 
not available, to secure added diversification for his portfolio, and 
to obtain the return thus available. High-grade investments also 
can be turned into cash readily to meet deposit withdrawals. 
High-grade investments that enjoy a broad and active market may 
be preferred to loans because they can be sold and so turned into 
cash immediately, whereas time loans must be held to maturity un- 
less rediscounted at the Federal Reserve bank. 

When bonds are purchased because they can readily be converted 
into cash to meet deposit withdrawals, they are sometimes called a 
secondary reserve. 

Only that portion of the investment account which consists of 
the very highest grade of short-term issues is a true secondary re- 
serve. Federal obligations of longer term can be included in a more 
limited sense because, while subject to some price depreciation with 
a change in the level of interest rates, they can be used as collateral 
to obtain advances from the Federal Reserve banks. 

The risk of loss. The choice of investment securities, and the 
making of decisions to expand or contract its investment portfolio 
from time to time, impose a difficult task on the management of a 
bank. Losses on investments can be heavy, as is shown by the fol- 
lowing statistics of charge-offs from earnings made by national 
banks on this account in depression years: 


Year Ended 


Percentage Charged Off to 
Total Bonds and 

June SO 


Securities Owned 

1920 

* • > • 

... 1 48 

1921 .. . . 


. 189 

1922.. . 

* . 

0 73 

1930 

. » . 

0 89 

1931 

, , 

. . . 1.55 

1932 

, „ 

2 80 

1933 


3 21 

1934 

• • i « , 

2 59 

1985 


1.28 

1938 


88 
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Records of closed banks bring out m even more striking form the 
serious risk of loss involved in bank investments. A study of losses 
on actual sales (expressed as a percentage of cost) of bonds sold in 
the course of liquidation of closed banks in New York State after 
1929 indicated an average for 34 banks of 37.49 per cent. Losses 
of individual institutions ranged from 14 89 to 83.33 per cent. 

A study of a typical group of country banks showed a decline on 
April 13, 1932, of fully 37 per cent m the market quotations of their 
bond portfolios from the high levels of 1928 In many individual 
instances the decline was even greater. Needless to say, such 
heavy losses on investments wiped out the surplus and even the 
capital of many individual banks, impaired their liquidity, and 
caused suspension in a number of instances during the years 1930- 
1933. Needless to say, the great bulk of these losses was incurred 
on investments in more speculative corporate and foreign securities. 

Maturity distribution. A sound investment portfolio policy for 
a bank will place emphasis upon a conservative distribution of ma- 
turities, as well as the maintenance of a high average quality for 
securities held. 

If the prevailing level of interest rates should rise, for whatever 
reason, bonds of the highest grade will suffer depreciation in the 
market. Banks not only wish to avoid such depreciation, but they 
also want to be m a position to add to their holdings of the highest- 
grade bonds at times when they are relatively low in price. This 
calls for a policy of favoring short-term issues when the level of 
bond prices is relatively high, and of switching to longer-term bonds 
when the level of quotations is low The determination of when 
bond prices are low or high is a matter of judgment, however, and 
many bankers found that they were invested in short-term issues 
to an undue extent in the middle and late 30’s because they thought 
at that time that bond prices were headed for an early sharp decline. 

The soundest course of procedure is to adopt a program of ma- 
turity diversification, with short-term issues favored to a moderate 
extent when bond prices appear high. This plan of “spaced ma- 
turities,” adapted to individual banks, is now widely followed. 

The distribution of maturities must be largely governed by the 
character of an individual bank’s deposits, the relation of its capital 
funds to its deposits, and the liquidity of other assets held. In 
other words, only if the bank feels that it is able to carry the risk of 
at least temporary price depreciation, in the light of all pertinent 
factors, should it purchase freely of long-term bonds. 

Banks can now trace from week to week changes not only in the 
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total of United States Government obligations held by the report- 
ing member banks of the Federal Reserve System, but also the 
changes in holdings of the three categories of bills, notes, and bonds. 
These have been reported separately m the weekly reporting mem- 
ber bank statement, which is released each Tuesday morning, since 
February 8, 1939. If this statement shows a decline in bill hold- 
ings and additions to long-term bonds held, for example, indications 
are that a number of banks feel inclined to add to their holdings of 
longer-term maturities at the time. 

Analysis of a bond portfolio. The analysis of the bond portfolio 
policy of a bank is a highly complex and technical matter. The 
principles and methods involved are far from standardized. One 
bank analyst, however, uses the following procedure. 1 

1. The statement of condition is reconstructed thus: 


Assets 


% 

Cash 

$ 80,629 

10 

U S Government bonds 

81,763 

11 

Other bonds 

485,121 

61 

Loans and discounts 

Real estate loans 

126,608 

16 

Bank building 

10,851 

1 

Real estate . .... 

6,399 


Other assets 

967 


Total . . . . 

$792,338 


Cash and U S. Government bonds 

. 162,392 

21 

Total bonds ... . 

566,884 

72 

Liabilities 


% 

Capital stock . ... 

$ 50,000 


Preferred stock ... .... 

58,325 


Surplus 

25,425 


Undivided profits 

36,655 

. , 

Reserve for contingencies 

30,000 


Bond reserve 




Time deposits 

443,015 

75 

Demand deposits 

, 148,857 

25 

Other assets 

61 

• 

Total 

$792,338 


Capital account 

. 170,405 

3; 

Deposits 

. 591,872 

. . 

Protective amount and ratio* 

. 238,405 

30 


* Includes capital account of $170,405, reserve for contingencies $80,000, 
and $88,000 market appreciation of securities. Protective ratio is the per* 
oentage that securities can shrink before deposits are jeopardised, assuming 
other assets are worth par. 


2. The portfolio itself is then analyzed: 


‘From "Banks and Their Bonds,” by "Portfolio,” in The Wall Street Journal, 
193 &- 36 . 
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Totals .... *5,000 *45,000 *5,000 *55,000 $40,000 *42,000 *55,000 $116,000 $253,000 $308,000 
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Trading policy. One dubious policy in conducting a bank’s 
bond account is the resort by the management to frequent pur- 
chases and sales designed to achieve trading profits. 

Experience shows that when bank managements adopt such a 
trading policy, they often tend to become less careful in the choice 
of investments. The result is that investments of poorer quality 
are purchased in the hope of early appreciation; but if the price 
does not rise as expected, the issue is held and becomes part of the 
portfolio, lowering its average quality. Even where trading is lim- 
ited to government obligations, this policy may lead to the purchase 
of too many long-term bonds. 

While banks need not necessarily purchase bonds with a view to 
holding them to maturity, short-term trading profits should not be 
the objective. On the other hand, switches from poorer- to higher- 
grade issues are always in order, particularly m the light of eco- 
nomic trends. Similarly, switches from short-term to longer-term 
issues when bond prices are relatively low, and back into short-term 
issues when they are relatively high, may prove justifiable if con- 
ducted with moderation. 

Trades in bonds will, if profitable, produce substantial sums of 
money. Since a subsequent decline in the bond market may lead 
to corresponding losses later on, turnover profits should be kept as 
a reserve against future losses on bonds as a wise precaution, even 
if no loss is in sight at the moment. 


Questions for Study and Review 

1. What are the chief sources of investment information and advice available 
to a bank? 

2. What are the basic considerations that should guide a bank's portfolio pol- 
icy? 

3. Distinguish between credit and money market risks affecting bank invest- 
ments. 

4. Why are United States Government obligations preferred as bank invest-* 
ments? 

5. Can a bank have too large a proportion of its investments in Treasury 
issues? 

6. What are the chief types of securities other than Governments owned by 
banks? 

7. Do bank investments constitute secondary reserves? Criticize the sec- 
ondary reserve concept. 

8. What is a sound rule for the distribution of maturities in the bond port- 
folio of a bank? 
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9. To what extent may a bank trade m bonds m its portfolio? 

10. What is a sound rule with regard to the handling of bond trading profits 
m a bank’s accounting? 

Problems 


1. A commercial bank has $3,500,000 of surplus funds on hand at a given date. 
Government bonds yield 3 per cent; other high-grade bonds, 4 per cent; and 
reasonably good commercial loans and paper, 3% per cent If the bank’s port- 
folio is m fairly good balance, which considerations will determine the distribu- 
tion of the surplus funds among these three types of commitments? 

2 Would you favor long-term or short-term bonds for investment by banks 
at the present time, in the light of relative yields available on each? Give 
reasons for your answer 

3. The X National Bank finds that it is gaming at the rate of $20,000 monthly 
m time deposits, while its demand deposits are tending to decline As a result, 
what changes may be desirable m portfolio policy? 

4 A bank has a building and foreclosed realty equal to 40 per cent of its de- 
posits Improved conditions m the town offer an opportunity to sell all this 
realty without loss, and to rent suitable quarters on a long-term lease How 
would the sale of realty affect the bank’s investment policy? Would you sug- 
gest buying investments to replace fully the sold realty? Why? 
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CHAPTER 15 


Bank Operations 


Bank operations. Every commercial bank performs certain 
basic services. These activities, common to all banks, may be re- 
ferred to by generic terms such as "transferring of titles,” “substitu- 
tion of credit,” and “safekeeping,” or by the functional designa- 
tions of “exchange,” “loans and discounts,” “deposits,” “trusts,” 
“fiscal agency,” “advisory,” and “investment.” Still another 
method of classification would be the listing of the actual names of 
the various departments of a typical bank; such names are usually 
descriptive of the activities of the departments. The last method 
has the advantage of concreteness, whereas the others are abstract. 

Paradoxically, a typical bank is very difficult to find. The diver- 
sity of banking and banks is so great that a typical bank must nec- 
essarily be a composite created for purposes of exposition and ex- 
planation. 

Certain banks stress particular activities to the virtual exclusion 
of others; hence the result is that no one internal organization or 
departmentization may be called typical. Some so-called commer- 
cial banks are really savings banks. Trust companies are often 
merely commercial banks (banks of deposit and discount) without 
that name. Other banks, particularly the large ones, may be 
merely head offices for a domestic and foreign branch system. 
Some banks specialize in serving other banks and become known as 
bankers’ banks. Still others set up such high minimum balances 
and other strict requirements that they serve only the larger corpo- 
rations and wealthy individuals. 

The Farmers' Bank of Cross Roads, North Dakota, has, on the 
surface, little in common with the First National Bank of New 
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York. The president of the Last National Bank of Hohokus might 
be more confused by the departmental maze of the Chase National 
than by Einstein’s latest theory. A Vermont banker and a Kansas 
banker might not even understand the same banking language, 
much less speak a common business tongue. Rock-ribbed hills and 
sun-baked prairies present different problems, and a bank under our 
unit system must take on the color of its community. In few 
other fields of human endeavor is the pattern so varied and loosely 
woven. 

Laws, regulations, examinations, and supervision, both state and 
national, have thus far failed to make a northwestern bank resem- 
ble an eastern bank either in operation or in character. Under the 
surface of size, departmentization, prestige, and organization, how- 
ever, their basic similarity may also be recognized The internal 
structure of banks may differ, the banking process itself may vary, 
but the basic services rendered are fairly uniform. These services, 
common to all banks, will be utilized in this chapter to explain bank 
operations. 

An earlier chapter described the important banking transactions 
and their effect on the balance sheet. In this chapter, some of 
these transactions will be followed through the operating depart- 
ments of the bank, and the men, machinery, system, and law in- 
volved in the passage of such transactions through these various 
departments will be considered. 

First impressions. Let us assume that John Graduate, newly 
employed by American Gadgets, Inc., after a few months of con- 
scientious endeavor is promoted to the position of bookkeeper. In 
his new position, his first job is to deposit the day’s receipts in the 
Honest National Bank of New York, right around the comer. 
Probably still regarding banking as much of a mystery, John Grad- 
uate, with great anticipation, approaches the pseudo-Greek marble 
temple housing the bank. His enthusiasm successfully weathers 
the cold, unfriendly atmosphere, and he summons enough courage 
to explain to the guard that he brings a deposit. 

The guard directs him to a pale young man behind a barred win- 
dow, reminiscent of the wicket in the jail back home. This win- 
dow is labeled "Receiving.” Beside it, a formal sign conveys the 
information that deposits, up to a maximum of $5,000 for each de- 
positor, aro insured by the Federal Deposit Insurance Corporation 
of Washington, D, C. Looking through the window, John Grad- 
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uate sees that the young man, known as a “teller,” is completely 
surrounded by a wire cage. 

A deposit is made. Heassured by these evidences of safety, John 
Graduate passes the deposit over the window, with a memorandum 


Deposited for account of 
AMERICAN GADGETS , INC . 
in the 

HONEST NATIONAL BANK 

of New York 

Nov. 15, 19- 


All items credited subject to payment and the conditions printed on 
the ♦reverse of this deposit slip 



Dollars 

. 

Cents 

Cash 

78 

40 

Checks as follows: 



Hollywood 



Public National Bank 

43 

99 

Brooklyn 

8 

75 

Reno 

69 

14 

Total 

5,200 

28 


Deposit Slip 

of the items, called a deposit slip. This deposit slip, which he pre- 
pared in duplicate before coming to the bank, is reproduced above. 

The deposit slip is an original entry and is legally binding on the 
bank after the slip has been initialed by the teller. Tor this reason 
banks usually require depositors to make out their own deposit 
tickets. False claims of errors in deposits can be successfully met 
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by producing a deposit slip written or prepared by the depositor. 

The teller, receiving the deposit from John Graduate, quickly 
counts the cash, looks over the indorsements on checks to see that 
they are proper, initials the duplicate of the deposit slip and returns 
it, and turns to the next depositor. The complete operation takes 
less than a min ute if the deposit is in order. The responsibility 
for further Ha.-ndling of the items involved is thus passed to the 
bank, and John Graduate, with the satisfaction of a job well done, 
returns to American Gadgets. 

Within the bank, the deposit initiates a multitude of operations. 
Each of the typical activities involved in such deposits will now be 
followed. Some of the items involved will pass through banking 
institutions which have never heard of the Honest National Bank; 
to them its sole identity is the number assigned to it by the Ameri- 
can Bankers Association. Yet, as the reader will see, these banking 
institutions serve faithfully and diligently both the Honest Na- 
tional Bank and its depositors. Such is banking. 

One check goes to Hollywood. Included in the deposit is a 
check for $5,000, sent by Poor Pictures, Inc., in payment for the 
gadgets purchased the previous month from the New York com- 
pany. The check is a corporation check, signed by the appropriate 
corporate officers of the picture enterprise and drawn on the Best 
National Bank of Hollywood. The check has been properly in- 
dorsed on the reverse side, with the name of American Gadgets, 
Inc., and its appropriate officer’s signature (or a rubber stamp is 
used). The amount of the check is not disproportionate to the 
balance maintained by American Gadgets. Many checks of this 
size, and larger, are deposited monthly by the company. The 
check should be indorsed as follows: 

Fob Deposit 

(Name of individual, firm, or corporation). 

A legible indorsement of this type is essential so that the bank can 
charge the check back to the customer’s account if the check is re- 
turned unpaid. These points are all noted by the teller or by his 
assistant when the checks are sorted for the block proof. 

Batch, or block, proof. The batch, or block, proof system is 
used in this bank (and most others) to expedite the handling of 
items received over the window. This involves the sorting and 
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proving of a number of deposits at once, when the teller has a large 
enough accumulation to warrant the handling. Cash is verified by 
the teller before the depositor leaves the window (except in the case 
of large cash deposits or of deposits containing unusual amounts of 
minor coins, such as Sunday School collections). 

In large banks, the deposit tickets and checks may be turned over 
to a central proving, or rack, department for preparation of the 
block proof. In smaller banks, however, the teller has an assistant, 
or block clerk, who lists the deposit tickets on the block sheet and 
adds them to compute the total credits for the block. 

The checks drawn on the teller’s own bank are likewise totaled. 
A separate grouping is made of all checks drawn on banks belong- 
ing to the clearing house. The checks drawn on non-clearing banks 
in the same town will also be separately totaled. The remaining 
checks, drawn on out-of-town banks, are sorted out and totaled. 
The totals of these various groupings of checks, added to the cash 
figures appearing on the deposit slips, constitute the debits , and 
prove with the credits mentioned before. 

This run of checks and deposit slips is called a block, or batch. 
A block number is put on each package of items and on its corre- 
sponding adding machine slip. 

Separate blocks are usually made of each large deposit. The 
bank generally accepts such deposits, by agreement, subject to veri- 
fication and proof, even though the deposit slip is initialed by the 
teller when the items are left at the window. 

Batch proof of the block in which the American Gadgets deposit 
was included is shown on the next page. 

The totals of the various blocks during the day are proved with 
the cash held by the teller at the close of business. The sub-totals 
are proved with the various departments to which the particular 
groups of checks have been forwarded. Thus, the bookkeeping de- 
partment must credit the teller with the total of the various block 
debits of the day. Likewise, the transit department clerks ihust 
credit the teller with the grand total of the various block debits, 
covering the several packages of checks drawn on out-of-town 
banks and turned over to the transit department during the day. 

The block system greatly simplifies proving on the part of the 
teller. All errors in figures, except in the cash, will show up in the 
particular block proof in which they occur. Thus localized, they 
are easy to discover and correct. The general advantage of the 
block system, therefore, is in speeding up the handling of checks 
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BATCH PROOF 


Teller No. I Block No I 




Miscel- 

Clearing 

Checks 


Cash 

Transit 

laneous 

House 

on Us 

Credits 

400 50 

343 18 

69 14 

600 00 

140 00 

Am Gadgets, Inc. 

100 10 

917.46 

368 43 

14 96 

800 00 

Anaconda Sulphur Co 

150 00 

25.50 

437 57 

38 35 

63 00 

Briggs Stores 

78.40 

844.70 

47 84 

4 00 

Autobuses, Ine 

729.00 

2,000 00 


3,000 00 

98 14 


1,060 00 


2,120 00 

360 00 



256 20 


175 

21 60 



5, 000,00 


380 46 

9.18 



10,447 04 


175 00 

4,000 00 




29 50 

5,495 92 





60 00 





84 48 
43 99 






8 75 






6,605 08 




l 


! 

Recap* 


5,200.28 

16,230.33 

1,500.00 

784.00 

23,714.61 


729 00 
10,447 04 
437.57 
6,605 08 
5,495 92 
23,714 61 


and in detecting errors. Checks may be sent to other departments 
as soon as enough have accumulated to make handling worth while, 
instead of waiting until the close of business. Furthermore, large 
checks may even be handled immediately, without waiting for other 
checks to come in. This procedure means that the bookkeepers 
will not be more than two or three hours (on certain acoounts, not 
more than thirty minutes) behind the tellers in their work. 

Before the block system was widely adopted, the bookkeepers 
were necessarily one day or more behind the tellers in their entries; 
all checks were delayed at least twenty-four hours, with consequent 
loss of interest on the part of the bank and its depositors. Under 
the block system, checks for large amounts can be, and usually are, 
kept moving continuously through the banking system. 

The check becomes a transit item. The deposit slip of Ameri- 
can Gadgets, Ine., fell in the A-F group of the first block, or batch, 
of the morning. The check on the Best National Bank of Holly- 
wood was placed with the transit items in the same block and de- 
livered to the transit department within an hour after the deposit 
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was left at the window by John Graduate. The transit department 
has two alternative methods of handling this check. It may be 
sent to the Federal Reserve bank, along with many other checks, 
listed, grouped, and indorsed in accordance with Federal Reserve 
regulations. From that point on, the Federal Reserve par collec- 
tion system, described later, would handle it. 

Alternatively, the Honest National Bank may handle the check 
through its own correspondent collection system. Banks, particu- 
larly the larger ones such as the Honest National, have found it ad- 
visable to continue the operation of the correspondent method of 
handling and collecting items, although it duplicates the Federal 
system. Quicker and more closely supervised service can be given 
through correspondents, in some instances, than through the Fed- 
eral banks Small items are sent through the Federal Reserve 
banks, but the larger items are usually sent directly to correspond- 
ents to secure immediate personal attention. 

Since the Poor Pictures check is for $5,000, it will probably be 
sent with other checks to the bank’s Los Angeles correspondent, the 
Fifty-third National Bank and Trust Company, with instructions 
to credit the account of the Honest National on their books. The 
Los Angeles bank will probably then do likewise — send the check to 
its Hollywood correspondent for presentation and payment; or, if 
the Best National Bank of Hollywood is a member, it will collect 
the check through the Los Angeles Clearing House. 

Why the check is immediately credited to the American Gadg- 
ets account. Like other transit items, this check is handled as if 
it were cash. Thus, when received over the window, the check is 
immediately credited to the account of American Gadgets, Inc., al- 
though the firm will not be permitted to check out this portion of 
its balance until sufficient time has elapsed for the check to go to 
Hollywood and the proceeds to be returned to New York. This 
time delay, or deferring of availability, is based on the average time 
(during the past) necessary for handling similar items. Air mail 
and the use of Federal Reserve wire facilities for the transfer of 
funds have materially shortened the period during which the de- 
positor must wait before drawing against the out-of-town checks 
placed to his credit. To minimize clerical expense, immediate 
credit (but not immediate availability) is given on this check by 
the bank. Instead of carrying the item on memorandum or in a 
suspense account, as in the case of collections (described hereafter), 
the bank makes the entries immediately. If the check is returned, 
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the entries can be reversed; otherwise they stand, and further book- 
keeping or clerical detail is unnecessary. Since the great majority 
of checks are good, the saving is apparent. 

Transit records. Since the check is handled as if it were cash, 
the records kept by the various banks through which it passes are 
very simple. All transit items are presumed to be good until 
proved otherwise, and the transit records are set up with this point 
in mind. In fact, the records kept are so abbreviated and skeleton- 
ized that considerable additional work may be entailed if checks are 
returned, because of insufficient funds and other reasons, and fur- 
ther handling is necessitated. The speed with which transit items 
must be handled also affects the character of the transit records. 

The Universal Numerical System, adopted by the American 
Bankers Association in 1911, permits the reduction of transit rec- 
ords to a minimum. By this cooperative action of the banks, for 
purposes of identification a numerical designation is assigned to 
every commercial bank in the United States. 

The Reserve cities, existing at that time, are indicated by prefix 
numbers from 1 to 49, inclusive, the larger cities having the lowest 
numbers. Clearing house banks in these cities use, in conjunction 
with this number, a further special number for the individual bank. 
Thus, instead of the full name “The Chase National Bank m the 
City of New York,” the transit number 1-74 may be used in all rec- 
ords. In this transit number, 1 designates New York City, and 74 
is the special number of Chase. 

For banks located outside the Reserve cities mentioned before, 
prefix numbers from 50 to 99, inclusive, are used to indicate the 
states in which the banks are situated. In addition to the state 
number, each such bank has a distinctive number of its own. 
Thus, the transit number 51-233 of the Westport Bank and Trust 
Company (Westport, Connecticut) is a combination of 51, the state 
number, and 233, the individual number of the bank. 

The latest step in the direction of faster sorting and greater effi- 
ciency in collecting items is a check-routing symbol plan which has 
been developed by the American Bankers Association and the Fed- 
eral Reserve System. This plan is designed primarily to enable 
banks, in forwarding checks to their various Federal Reserve and 
correspondent banks, to sort such items not only for direct handling 
but also for immediate and deferred availability. It solves the 
present problem of determining the proper reserve bank or branch 
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territory m which checks are payable, especially those drawn on 
banks in states located in two or more Federal Reserve districts. 

The routing symbol is the denominator of a fraction, the nu- 
merator of which is the American Bankers Association transit num- 
ber assigned to the drawee bank. The combined symbol, in frac- 
tional form, is to be printed in the upper right corner of the check 
above the figure amount line. 

The routing symbol (denominator of the fraction) is composed of 
not less than three nor more than four consecutive digits. In the 
case of three-digit symbols the respective digits indicate the follow- 
ing: 

The first digit designates one of those Federal Reserve districts 
which are numbered 1-9. 

The second digit designates the Federal Reserve bank or branch 
serving the territory in which the drawee bank is located. The 
head office is indicated by figure 1. Branches, if any, are indicated 
by figures 2-5. Figures 6-9 are used (or reserved) to designate spe- 
cial collection arrangements. 

The third digit serves two purposes: First, it facilitates the sepa- 
ration of items which are receivable for immediate credit from those 
which are receivable for deferred credit (without respect to the 
number of days of deferred availability) and, second, it facilitates 
the sorting of items by states in any case where that is convenient. 

Figure 0 designates items which' are receivable for immediate 
credit if received in time to be cleared on the current day. All 
other numbers (1-9 inclusive) in the third position designate items 
which are receivable for deferred credit. It also designates the 
state in which the drawee bank is located. These third-digit num- 
bers (1-9 inclusive) do not indicate the number of days of deferred 
availability, which will still be determined by time schedules of the 
various Federal Reserve banks and branches. 

Four-digit symbols have the same meaning as three-digit sym- 
bols except that the first two digits designate the tenth, eleventh, 
or twelfth Federal Reserve Districts. In this case, the third digit 
designates the Federal Reserve Office in the district, and the fourth 
digit designates immediate or deferred availability, and states, parts 
of states, or certain other cities. 

A routing symbol is of significance only to those banks whose 
items are collectible through Federal Reserve banks. 

Up-to-date lists of banks with their transit numbers axe pub- 
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lished yearly, by Rand McNally and Company. Under the au- 
thority of the American Bankers Association, this company assigns 
numbers to new banks. 

The transit department keeps a record of the indorser and the 
drawee bank on each item. This record is secured by retaining a 
copy of the letters used in transmitting items to other banks. Be- 
fore the adoption of the numerical system, it was necessary to write 
out these names and addresses. Even now, when banks fail to 
print their transit numbers on their checks, it becomes necessary 
either to look up the numerical designation or to write in complete 
information. Fortunately, from the standpoint of economy, the 
percentage of such banks is small and is decreasing yearly. 

The numerical system has made possible the following practice. 
A form letter of transmittal can be filled in on a special adding ma- 
chine, called a transit machine, at very small clerical cost. The 
numerical transit system is undoubtedly the greatest time and labor 
saver ever devised in banking. 

The original of the transmittal letter is sent with the day’s items 
to the correspondent bank and serves as authority for the handling 
of the items. Instructions given on this sheet and ordinary bank- 
ing practice and custom govern the correspondent in this regard. 
The copy of the letter of transmittal is filed, and constitutes the 
record of the items passing through the transit department. 

Clerking with a camera. The detail work involved in preparing 
letters of transmittal may be still further reduced by use of the Re- 
cordak, a patented camera used to photograph the front and the 
reverse of each check passing through the transit department. 1 
This camera photographs 16,000 checks on each 200-foot roll of 
film, making two pictures simultaneously on two rolls of film, and 
providing a complete, permanent record of every item handled. 
With this record only a single adding machine run-up is necessary 
on each “cash letter.” This practice avoids the work and errors in- 
volved in listing the transit numbers of the indorsers and the 
drawee banks. The chief value of the photographic record is the 
ability to reproduce on a screen any check which may have been 
lost in the mails or any check the original of which may later have 
been altered. 

The Honest National Bank is Recordak equipped— a factor 
which is fu rther assurance to American Gadgets as to the safety of 

1 Recordak is used also in other departments, such as bookkeeping and clearings. 
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its checks. To be specific, in case of loss of the $5,000 check, by 
fire, negligence, or theft, American Gadgets can secure from the 
bank a photographic record of the check, which is good legal evi- 
dence to support the claim for a duplicate from Poor Pictures, Inc. 

Settlement of cash letters. The letters of transmittal used by 
the transit department are usually referred to as cash letters, a 
name derived from the items on them, which are known as cash 
items since, as explained before, they are immediately credited to 
depositors’ accounts. It is evident that the bank should secure 
prompt reimbursement for this outlay of its credit, therefore, every 
effort is made to secure prompt settlement for all outgoing cash 
letters. 

If either the sending bank or the correspondent maintains an ac- 
count with the other, the procedure is quite simple; the total of the 
cash letter is charged to the account. 

Items deposited with the local Federal Reserve bank or sent di- 
rect to Federal Reserve banks in other districts are charged to a de- 
ferred account. After sufficient time has elapsed for the proceeds 
to be received by the Federal bank, amounts are transferred from 
this deferred account to the bank’s lawful reserve account at the 
Federal Reserve bank. These transfers are controlled by a time 
schedule, compiled by the Federal Reserve bank on the basis of its 
experience as to the average time necessary to handle items on a par- 
ticular point. 

Checks on non-par points and miscellaneous items which are not 
acceptable to the Federal bank, or checks sent to banks which are 
not correspondents, present a special problem. Such items are 
charged to a deferred account until acceptable funds are received in 
payment. Ordinarily, acceptable funds consist of a banker’s check 
on a local bank, although, if necessary, other arrangements may be 
made in any particular case. 

Another American Gadgets item goes West. Now that the 
transit machinery has been observed in taking the first American 
Gadgets item through the banking process, it will be comparatively 
easy to follow another of the items received in the deposit. This 
check is the one that was received from Ima Smith, drawn on the 
Miners State Bank of Reno, Nevada. It is for $69.14, an amount 
which, as explained, represents the balance left in the customer’s 
Reno account after a recent sojourn in that city. As the customer 
owed American Gadgets $118.13, she gave the firm, also, a check for 
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$43.99, drawn on her New York account at the Burnside Avenue 
branch of the Public National Bank. The Reno item will be fol- 
lowed up first. 

When the checks in the American Gadgets deposit are inspected, 
the Reno check arouses suspicion as it bears evidence of payment 
having been refused previously because of insufficient funds. It is 
felt that this check might have enough “rubber” in it to “bounce” 
again. Accordingly it is turned over to the bank officer m charge 
of the American Gadgets account. He immediately calls the com- 
pany and explains that the check is being charged to the firm’s ac- 
count and will be handled on a collection basis — that is, the credit 
to the account, included in the deposit slip, has been immediately 
reversed, and the check will thereafter be handled on a memoran- 
dum basis until actual payment is received. 

Individually supervised trips for collection items. In contrast 
with the transit (cash) item which traveled to Hollywood, merged 
with many other checks in a cash letter, this check is sent for collec- 
tion on an individual, almost personal, basis. A specific depart- 
ment, the country collection, takes charge of this item and sees that 
every attention is given to it. 

Complete individual records are kept of each collection. Some 
banks do this by hand, but most use a carbon manifold system. 
This system is an ingenious method of making all necessary records 
at one time and with one typing of the essential information. The 
original is a small letter of instruction, called a collection letter, the 
same size as the accounting tickets used in the bank; this letter is 
addressed to the collecting bank and accompanies the item. The 
first carbon copy also goes with the item, and is signed by the col- 
lecting bank and returned as an acknowledgment of receipt of the 
collection. 

The six to eight remaining carbon copies are clipped together and 
filed in a collection department tickler file, until needed. While 
the typing on each of these tickets is identical, the printed forms 
vary, since they are used for different purposes, as will now be seen. 

To return to the check under consideration, it is given to a typist 
who addresses one of these ticket-letters to the First National Bank 
of Reno and fills in the blank spaces on the form with complete in- 
formation and instructions. The original and the first carbon are 
detached from the manifold group and sent to the collecting bank, 
(The First National Bank of Reno has been chosen for this service 
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since it maintains an account with the Honest National, which will 
thus make settlement easy.) 

The remaining tickets are placed in the tickler file to come up for 
attention in ten days; this period allows sufficient time for the col- 
lection to be effected. The acknowledgment is returned promptly, 
but no further report is received before the expiration of the period. 
Accordingly, one of the manifold tickets, labeled “Tracer” and bear- 
ing a printed request for an immediate report on the item described 
in the typewritten portion, is forwarded to the collection bank, and 
the remaining tickets are arranged to come up ten days later. 

In response to the tracer, the First National Bank of Reno writes 
a letter saying it has been advised by the Miners State Bank that 
the correct balance remaining in the account is $68.14. The corre- 
spondent, therefore, requests authorization to accept payment of 
$1.00 less than the face amount of the check. The collection de- 
partment of the Honest National so advises American Gadgets, 
Inc., and secures their permission to accept the $1.00 reduction. 
This authorization is relayed to the First National of Reno, which 
collects the check by presenting it over the counter of the Miners 
State Bank and accepting $68.14 instead of the face amount, $69.14. 

Advice of payment is soon received by the collection department, 
which proceeds, as authorized, to charge the account of the First 
National Bank of Reno for the amount, less a collection charge of 
$.50. This charge is made as follows : One of the manifold carbons, 
labeled “Debit” and printed with a heavy black border around the 
typewritten name of the First National Bank of Reno, is detached, 
and the amount corrected by the deduction of the $1.00 from the 
face of the check and the $.50 collection charge. This leaves 
$67.64, which is written, instead of the original amount, in the blank 
space. The ticket is then signed by the collection clerk and be- 
comes the bookkeeper’s authorization to charge the account of the 
correspondent bank. 

Similarly, one of the manifold carbons, labeled “Credit” and 
printed with heavy lines around the American Gadgets’ name, is 
corrected by the deduction of the $1.00 adjustment, the $.50 charge 
of the collecting bank, and the $.25 minimum charge of the Honest 
National. This corrected ticket is signed, and serves as authoriza- 
tion for the bookkeeper to credit the deposit account of American 
Gadgets. A separate ticket is made out for the credit of $.25 to the 
exchange account of the collection department. 
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Still another of the carbon copies is printed as an “Advice of Pay- 
ment” to the depositor. The amount is changed on this ticket to 
correspond with the actual credit, and the ticket is mailed to Ameri- 
can Gadgets to inform the company that the proceeds of the collec- 
tion have been placed at its disposal in the deposit account of the 
company. 

This carbon manifold, or fanfold, system has been described at 
some length, as the principle is used in many departments of the 
bank. 

One check goes to the Bronx, via the clearing house and branch 
banking. Let us return now to the receiving teller’s cage. From 
here we shall follow the $43.99 check, drawn on the Burnside Ave- 
nue (Bronx) branch of the Public National Bank, through its cleri- 
cal adventures. 

The teller sends this check, with a batch of similar items, to a de- 
partment which is called in different banks, variously, the clearing 
house department, the rack department, the internal proving de- 
partment, and the check desk. Whatever the name, this depart- 
ment sorts into separate packages for each bank all of the cash 
items drawn on clearing house banks. An adding machine slip 
totaling these items is attached to each package, and all the pack- 
ages are sent to the clearing house for exchange, with the other 
banks, for checks drawn on the Honest National. 

Clearing house numbers are used to designate the different 
banks; thus the National City Bank of New York is referred to as 
number 8, its clearing house number. 

Although the balances at the clearing house are settled only once 
each day (10 a.m, in New York), ohecks are exchanged during sev- 
eral stated periods. Many of the larger cities have what are called 
night clearings, and exchange checks shortly after midnight. 
Nearly all cities have an early morning, or 8 o’clock, clearing so that 
the other departments, reporting to work at 9 a.m., can begin work 
promptly on arrival. 

The $43.99 check is delivered with many others to the messenger 
of the Public National Bank at the 10 a.m. clearing. The oheck is 
immediately taken to the head office of the bank, where it is sorted 
into a group of cheoks drawn on the Burnside Avenue branch. 
These checks and various other debits to the branches are charged 
to the clearance clerk within the bank. This clerk’s function is 
that of clearing for the branches. All debits and credits between 
the various branches and the head office, and between the branches, 
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are cleared through this clerk. At the end of the day the $43.99 
check is sent to the Burnside Avenue branch and is charged to Ima 
Smith’s account the next day. 

One check goes to Brooklyn— and returns. One of the checks 
deposited by American Gadgets was an $8.75 one received from a 
local college student in payment of a number 4 Tick-Tack-Toe 
gadget. This check was drawn on the Brownsville National Bank 
of Brooklyn, which is not a member of the clearing house. Though 
a non-member, the Brownsville bank has arranged to clear through 
the Bank of Brooklyn by securing the latter’s permission and pay- 
ing the annual fee of $1,500 to the clearing house. This check fol- 
lows the previously described route through the clearing house and 
the Bank of Brooklyn to the Brownsville National. The latter 
bank finds that William Student’s balance is exactly $2.89; further- 
more, he has taken the precaution to place a “Stop Payment” 
against this particular check. That is, the bank has been in- 
structed by the depositor to refuse payment on the check and, con- 
sequently, must return it to the sender. 

As it is too late to return this check through the clearing house at 
the regular daily clearing of returned items, held at 3 p.m., it is nec- 
essary that the check be returned by messenger directly to the Hon- 
est National Bank, which now must give in payment cash or a 
check on its reserve account at the Federal Reserve bank. The 
item is charged to the American Gadgets account and returned to 
that company. Thus, within twenty-four hours after the deposit 
of this check, it is returned to American Gadgets, and they are in a 
position to proceed legally against Mr. Student for having given 
them a means of payment which failed. 

A note is protested. Associated Gadget Distributors, Inc., a 
local jobber, has given American Gadgets a promissory note for 
$2,000. The note, indorsed by the president of the latter corpora- 
tion, was previously left with the Honest National Bank, and now 
matures on the same day that John Graduate makes his deposit. 
The note is turned over to the city collection department, with in- 
structions to protest non-payment. Difficulty is anticipated on 
this note (as on all other collection items) ; therefore, careful atten- 
tion is given to its handling. Specific instructions are received 
from American Gadgets, and these are strictly followed. 

In handling collections it is essential that presentment be prop- 
erly made. Consequently the collection department is careful to 
have the note presented at the place of business of the maker at 
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10:30 a.m. and payment in cash or certified check requested. Pay- 
ment being refused, the check is turned over to a clerk of the bank, 
who is also a notary, for protest. He thereupon demands pay- 
ment, and, meetmg a similar refusal, formally protests the non- 
payment and sends a formal notice of protest to the indorser and 
other interested parties. The protest instrument, hereafter called 
the protest, and the unpaid note are returned to American Gadgets 
for such legal action as the company desires to take. 

While, under the Uniform Negotiable Instruments Act, protest 
is necessary only on foreign bills of exchange — checks and drafts 
drawn in one state and payable in another — as a precautionary 
measure banks uniformly protest every unpaid item larger than 
$100 unless they are instructed to waive protest. The effect of fail- 
ure to protest, when legally required, is to discharge the indorsers 
fr o m further liability; only the maker can then be held responsible. 
The protest is also legal evidence that payment has been refused 
and, in case of suit, makes it unnecessary to put witnesses on the 
stand to prove presentment and non-payment. 

John Graduate returns to the bank. John Graduate has 
scarcely returned to his office when the president of the company 
f»pTla Kim in and asks him to return to the bank to cash a check for 
him He asks Graduate if he is known at the bank. John replies 
in the negative, whereupon the president gives him a letter of in- 
troduction, as identification, and suggests that he might well open 
a personal checking account at the bank. He explains to Graduate 
that he has urged all of his office employees to maintain checking 
accounts because of the many advantages which accrue to such de- 
positors. The president suggests that the letter of introduction 
will make it possible for Graduate to open an account without any 
difficulty. 

John Graduate learns about minimum balances. A suggestion 
from the chief is a command to John Graduate. He hastens to the 
bank and presents his letter to an officer who sits at a desk marked 
“New Accounts.” The bank officer asks Graduate to fill out a 
form, indicating the average balance which he intends to maintain 
and an estimate as to the number of monthly deposits and checks 
on the account. In addition, the blank calls for certain desonptive 
personal data, such as age, names of near relatives, present and 
former addresses, previous bank accounts, other current bank ac- 
counts, and business connections. 

After inspecting the completed blank, the officer advises Gradu- 




Reproduced by permission of the Wells Fargo Bank and Union Trust Co., San Francisco . 

Cutaway View op a Bank Building 


287 




288 


BANK OPERATIONS 


ate that, since a minimum balance of $5,000 is required at the head 
office, he will be unable to accept the account. Personal accounts, 
he explains, are handled much more satisfactorily at one of the 
branches of the bank. Further, the minimum balance necessary at 
the branches is only $200, which is in keeping with the account that 
Graduate intends to maintain. Since a certain branch is conven- 
ient to the latter’s home, the officer suggests that he be permitted 
to arrange the opening of an account for Graduate at that branch. 

This arrangement is satisfactory. Graduate signs the necessary 
signature cards and promises to deposit his next pay check in the 
neighborhood branch of the bank. Thus John Graduate becomes 
one of the fortunate 15 per cent of the population which maintains 
checking accounts. 

The bank officer then O.K’s the check of the president of Ameri- 
can Gadgets and introduces Graduate to the paying teller, so that 
John will have no difficulty in cashing such checks in the future. 

Other bank operations. This chapter has been concerned with 
the deposit, collection, and related operations of commercial banks. 
It has described a few of the very valuable services which banks 
render to the business man — services he ordinarily takes for granted. 
He does not realize the work and expense involved in them. He 
is prone to think of the bank as a place to secure loans and ignores, 
or at least fails to appreciate, these vitally important services which 
are rendered free, or at nominal cost, day in and day out. Impor- 
tant as is the lending phase of banking, modern business could not 
be conducted without the clerical operations of that stupendous 
bookkeeping mechanism — the banking system. 

Questions for Study and Review 

1. Why is it impossible to standardize the internal operations of American 
banks? 

2. What is the function of the deposit slip? 

3. An unqualified, legible indorsement is required on each check deposited. 
Explain. 

4. How does the block system of proving differ from the old method? 

5. List the advantages of the block system. 

6. What unusual features may be observed in the transit department? 

7. Differentiate between a transit item and a collection item. 

& Explain the numerical transit system. 

9. How do banks secure settlement of cash letters? 
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10. What is accomplished by protesting an item? 

11. Outline the negotiations for opening an account. 

Problems 

1. On the basis of the data given on page 289, outline the negotiations mcident 
to the opening of the American Gadgets account with the Honest National Bank 
on December 31, 19 — . 

2. Outline the “sales” presentation to the bank necessary to get the maximum 
hne of credit warranted m the case above. 

3. Assume that minimum balance requirements on a checking account are 
$200 00 (daily average) and a $2'.00 monthly service charge is m effect at the X 
National Bank. What is a depositor’s net loss (annual basis m per cent) if he 
permits his average checking balance to drop to $15000, rather than make a 
transfer from a 3 per cent savings account? 
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CHAPTER 16 


Interbank Relations 


Types of interbank relations. The conduct of the business of 
banking involves many relations and a great measure of coopera- 
tion between individual banks. Each bank constantly receives as 
deposits checks drawn upon a host of other institutions. Cut- 
throat competition for various types of banking business among in- 
dividual banks threatens the maintenance of a reasonable level of 
earnings among banks generally, just as would be the case if unre- 
stricted price cutting broke out in any other line of business. As 
business concerns expand the scope of their operations, they require 
banking services covering an ever wider area, which further broad- 
ens the geographical scope of the business of their banks. 

The chief types of interbank relations to be discussed in this 
chapter are. 

(1) Local clearings, 

(2) Out-of-town collections, 

(3) Correspondent relations, 

(4) Branch, chain, and group banking. 

In addition, through the operation of the Federal Reserve Sys- 
tem, the banks of the country are tied together into a more or less 
unified system in the interests of unified control of the nation’s 
credit structure. This phase of banking cooperation, one of the 
most important in its economic and social as well as in its financial 
significance, will be discussed more fully in a later chapter. 

Local clearings: the clearing house. Banking entails the use of 
credit instruments on a large scale. Among bank credit instru- 
ments, the most important is the check, but banks are also called 

m 
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upon by their clients to handle notes and bills of exchange of vari- 
ous kinds. 

When a bank sends a credit item to another institution at which 
it is payable, and asks for cash or its equivalent, the operation is 
known as collection. On the other hand, when two or more banks 
arrange formally to offset credit items against each other, and settle 
in cash or the equivalent only any difference or balance that re- 
mains, the operation is known as clearance. When the collection 
process is perfected, as we shall see below in the case of the par col- 
lection system of the Federal Reserve banks, it takes on increas- 
ingly the character of a large-scale clearing arrangement covering a 
wide area and including large numbers of individual banks. 

The clearing house is an agency to facilitate the collection and 
payment of checks payable by the banks in a community. It pro- 
vides a central point at which checks drawn on such banks may be 
exchanged among them. The London Clearing House, the first im- 
portant agency of the kind, "was established in 1775 as an outgrowth 
of the practice of bank messengers of meeting in a coffee house, to 
avoid making numerous unnecessary trips, and exchanging checks 
at this central place. The banks of New York City resorted to this 
device in 1853. Before that date, each bank would send by mes- 
senger checks drawn on other New York banks received by it, and 
have a porter make the rounds on Friday to pay or receive in coin 
any resulting balance. 

The New York Clearing House was the prototype of American 
clearing houses There are now several hundred clearing houses in 
operation in the United States. Some operate in individual cities. 
Others are of a regional character, such as those comprising the 
banks in one county. The regional clearing house usually includes 
a number of smaller communities that are too small to have clear- 
ing houses qf their own. Also, in a number of urban clearing 
houses provision is made for handling checks of banks in the sur- 
rounding areas, either by making them clearing members or by pro- 
viding that they may collect checks deposited with them and re- 
ceive checks drawn on them deposited with other members through 
some one member of the clearing house who will act as clearing 
agent for them for a stipulated fee. 

Method of clearing. The basic function of a clearing house is 
the daily interchange of checks drawn Upon each member and de- 
posited with other members, and the settlement of resulting bal- 1 
ances due by individual banks to others. Thus, the New York 
Clearing House conducts a clearing each business day, with four 
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supplementary clearings on week days. Each bank sends to the 
clearing house for a clearing a delivery clerk, to present items drawn 
on other clearing house banks, and a settling clerk, to receive those 
drawn on his own bank. The settling clerk takes his place behind 
one of the booths, which are built in a semicircle or horseshoe on 
the floor of the clearing house. The delivery clerks form in a line 
at the end of the horseshoe and, at the sound of the gong, they 
walk around, each depositing with each of the settling clerks a pack- 
age of checks drawn on his bank. Within a few minutes, therefore, 
each member bank of the clearing house has received checks drawn 
upon it and other banks for which it acts as clearing agent. The 
totals are then verified, it being necessary that all items brought to 
the clearing house by the delivery clerks should equal all those 
taken back by the settling clerks. The Federal Reserve Bank of 
New York then receives from the Clearing House a statement of 
the amounts by which accounts of the various members should be 
debited or credited for balances resulting from each clearing, so that 
all need for the interchange of cash is obviated. 

Other clearing houses are largely modeled on the New York Clear- 
ing House. When they are not located in Federal Reserve cities, 
it is common to telegraph to the Federal Reserve bank of the dis- 
trict the amounts by which accounts of member banks should be 
debited or credited to settle clearing house balances. 

Other clearing house functions. While the clearing of checks, 
notes, drafts, and bond coupons constitutes the basic function of 
clearing houses, some of them have taken on additional tasks in re- 
sponse to local needs. Clearing houses in many communities have 
become virtual local trade associations for banks. They furnish a 
medium through which banks can cooperate in times of emergency 
when united action is necessary. They set up standards of bank 
operation and competition, In banking, because of the many risks 
involved, excessive competition is particularly dangerous. 

Among supplementary functions which a clearing house may per- 
form are the following: 

(1) Bank examinations. The examination system of the New 
York Clearing House was long regarded as especially severe and effi- 
cient. It has been held responsible in no small measure for the fact 
that no member of the New York Clearing House failed from the 
date of its inception to the bank moratorium of 1933. These ex- 
aminations were abandoned in 1939 because of the extension of ex- 
amination prooedure by the government authorities. 

(2) Setting maximum interest rates on deposits. Long before 
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this power was exercised by the Federal Reserve Board and the Fed- 
eral Deposit Insurance Corporation, clearing houses kept competi- 
tion among banks within limits by fixing maximum rates of interest 
payable on various types of deposits. 

(3) United action to aid weak members. Except when banking 
weakness is so widespread as to require more powerful remedial 
agencies, clearing houses have proved helpful in arranging to aid 
hard-pressed banks through loans, mergers, or otherwise. 

(4) Uniform trust service charges. In some communities 
clearing houses help to maintain bank earnings by setting uniform 
trust service charges, uniform minimum deposit balance require- 
ments, uniform metered charges for small checking accounts, etc. 

Out-of-town collections. The clearing house, as has been seen, 
has brought to a high state of efficiency the machinery for clearing 
local bank credit items within a community. However, checks are 
now used commonly in effecting payments between different com- 
munities, so that the problem of out-of-town collections has be- 
come a universal one among banks. 

To collect such items, a complex system of “correspondent” rela- 
tionships was built up among the banks of the country after the 
Civil War. Each institution maintained correspondents in other 
communities to which checks were mailed for collection. It be- 
came common practice for a bank to obtain immediate credit on 
checks which it sent out through the mails for collection to its cor- 
respondents, long before the latter could make actual collection. 
These checks in process of transportation in the mails, referred to 
as the “float,” thus came to be counted into the reserves of the 
banks of the country. 

Banks receiving items payable out of town even now may impose 
a collection charge on the depositor, owing to the additional work 
and expense often involved in collecting an item payable at some 
distant city. Such charges were far more common and were heav- 
ier in the past. Also, a bank required to pay an item drawn upon 
it that had been deposited in an out-of-town bank formerly often 
deducted an exchange charge, on the theory that it had to ship cur- 
rency or make other special provision for transmitting the amount 
of the check to the distant point. The combination of collection 
and exchange charges proved a heavy burden on American business 
before 1914. 

Par collection system. The system of collecting out-of-town 
items through correspondents has been drastically modified in re- 
cent years by the establishment, iwithin the. Federal Reserve Sys- 
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tem, of the par collection system. Under this system, each Federal 
Reserve bank agreed to collect without charge checks payable at 
out-of-town banks for member and non-member institutions in its 
district which would agree to remit at par (i. e., without deduction 
of exchange charges) the face amount of checks drawn upon them 
and deposited out of town. Thus, the Federal Reserve banks have 
become the correspondents of virtually all the important banks 
of the country, facilitating collection of out-of-town checks and 
greatly reducing the cost of this necessary service to American 
business. 

Under the par collection system, banks send the great bulk of 
their out-of-town items to the Federal Reserve banks for collection. 
Each Federal Reserve bank then separates these items according to 
the Federal Reserve district within which they are payable, and 
forwards the items to the individual Reserve institutions. The lat- 
ter collect these checks by the simple process of debiting the ac- 
counts of the various member banks and non-member banks that 
adhere to the par collection system. In a number of cities, the 
Federal Reserve bank has joined the local clearing house to facili- 
tate such collection activities. Debit and credit balances of indi- 
vidual Federal Reserve banks resulting from these collection activi- 
ties are then settled on the books of the Inter-District Settlement 
Fund in Washington, obviating the need for large currency ship- 
ments across country which was a feature of the old collection 
system. 

The Federal Reserve banks give credit to banks that turn over 
out-of-town checks for collection by them on the basis of a “de- 
ferred availability schedule.” The map of the country is divided 
into districts, consisting of concentric circles converging away from 
the city where the Reserve bank is located. Credit is given within 
a period of from one to three days, depending upon the city in 
which the drawee bank is located. Thus, if a New York bank re- 
ceives a check drawn upon a Los Angeles institution, it will rush 
this item to the Reserve Bank of New York, and obtain credit, in 
accordance with the deferred availability schedule, three days later. 
Of course, if the check is not actually collected for any reason, this 
credit will be canceled as soon as that fact is learned. 

The Federal Reserve banks have opened branches to shorten the 
time required to forward out-of-town collection items to the Re- 
serve banks. The evolution of air mail has helped to shorten the 
time that elapses before credit is given on out-of-town items. Also, 
the Federal Reserve banks have fostered the organization of clear* 
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ing houses in smaller communities and within rural areas to aid it in 
collecting such items. 

The par collection system is easily one of the major accomplish- 
ments of the Federal Reserve Act. It has reduced the cost to busi- 
ness of collecting checks received from out of town, through elimi- 
nating exchange charges and requiring that collection charges, 
which are still permissible, be “reasonable” in amount. It has 
largely eliminated the float, expedited collection, and made the 
whole process of out-of-town check collection systematic and cer- 
tain through the deferred availability schedule. It has in large 
measure eliminated such objectionable banking practices as giving 
correspondents immediate credit on checks placed in the mails, and 
largely reduced the amounts of interbank balances that arise from 
out-of-town collections. 

The collection process . Banks which are members of local clear- 
ing houses sort checks deposited with them into two major groups 
— those which will be sent to the clearing house, and out-of-town 
items. Before the inauguration of Federal Reserve clearing, these 
out-of-town items would be sorted according to the geographical 
location of the banks on which they were drawn, and they would 
be sent to correspondent banks located nearest those institutions 
Thus, a New York City bank might send to its New Orleans cor- 
respondent all checks deposited with it drawn upon banks m the 
Southwest. Since banks, in their eagerness to attract other banks 
as customers, often made special concessions to out-of-town insti- 
tutions which used them as clearing and collection agents, the result 
was a great deal of circuitous routing of checks. 

At present, banks which belong to the par collection system use 
their Federal Reserve banks for the most part to collect Out-of- 
town checks drawn on banks which pay the face value of checks 
drawn upon them, without deduction of an exchange charge. Reg- 
ulation J of the Board of Governors of the Federal Reserve System 
provides, however, that “no Federal Reserve bank shall receive on 
deposit or for collection any check drawn on any non-member bank 
which can not be collected at par in funds acceptable to the collect- 
ing Federal Reserve bank.” 

If the First National Bank of Fort Mott, Texas, for example, re- 
ceives $12,400 in checks drawn upon other par-remitting banks in 
the Dallas Federal Reserve district on a given day, it will forward 
them to the Federal Reserve Bank of Dallas for collection. The 
latter, in turn, will debit directly the accounts of member and 
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clearing non-member banks by the amounts of these checks, and 
credit the First National of Fort Mott with corresponding sums, 
either immediately or in accordance with its deferred availability 
schedule, depending on the location of the paying banks. Simi- 
larly, other banks in the district have forwarded to the Federal 
Reserve Bank at Dallas checks they have received drawn upon the 
First National of Fort Mott. If these aggregate $11,600 for the 
day, the First National’s account at the Federal is debited by this 
amount, resulting in a net increase of its balance with the Federal 
of $800. These checks are then debited to the accounts of the indi- 
vidual depositors by the First National, which returns them to the 
depositors at the end of the month with their monthly statements. 

The Federal Reserve Bank thus acts, in effect, as a clearing house 
for the member and clearing non-member banks of its district. 

In addition, each Federal Reserve bank collects checks payable 
at par-remitting banks in other districts for members and clearing 
non-member banks, For example, if a merchant in a California 
resort town receives a check drawn upon a bank in Boston, he will 
deposit it with his local bank. The latter will probably forward 
this check to the Federal Reserve Bank of San Francisco. Let us 
assume that the San Francisco Reserve bank, in the course of the 
day, receives $2,100,000 of checks drawn upon banks in the Boston 
Federal Reserve district. These are shipped to the Boston Reserve 
bank, and the banks in the San Francisco district, including the pine 
at the resort town in question, receive deferred credits, available at 
the end of three days, on the books of their Reserve bank for those 
checks. When these checks are received in Boston, the Reserve 
bank there wires the inter-district settlement fund in Washington 
to debit its account and credit that of the San Francisco Reserve 
bank by the amount of $2,100,000, representing the checks shipped. 
The Boston Reserve bank thereafter sends to the individual banks 
in its district the checks drawn on them received from the Son 
Francisco Reserve bank, and these institutions in turn debit their 
customers’ accounts for the sums involved. 

A number of banks still send out-of-town checks for collection to 
their correspondent banks in some centers, because of the added 
clerical service and the earlier credit they usually obtain from them 
in connection with such direct collections. 

Correspondent relations. The collection of out-of-town items 
was only one reason for the maintenance of correspondent relation- 
ships, however, and so even after the par eoUection system was 
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fir mly established correspondent relations have remained quite 
important. 

Correspondent relations are particularly important in the United 
States because of the persistence of the unit banking system in this 
country. Many services which banks must perform for each other 
are arranged in this way, rather than through common ownership of 
numerous ba nki ng offices, as is the case under a branch banking 
system. 

These relations assume three main forms. In the first place, 
there are the direct banking services which one bank will perform 
for another. Besides the collection of checks and other types of 
credit instruments, these include the placing of money on call on 
stock exchange collateral, the making of bond investments, han- 
dling of foreign exchange transactions, etc. The most common 
form which such correspondent relations assume is where the city 
bank acts as correspondent for a large number of widely scattered 
co un try institutions. Some city banks act for as many as 3,000 
country banks, helping them to choose their investments, placing 
their surplus funds on call, arranging foreign exchange and letter- 
of-credit transactions for them, etc. The city bank benefits from 
such relations not only through fees charged for certain types of 
service, such as the arrangement of letters of credit, but also 
through holding deposits for country institutions. In order to ob- 
tain these services, country banks maintain demand deposits with 
city correspondents, even though no interest may be paid upon 
these balances under the provisions of the Banking Act of 1933. 

A second element in the correspondent relationship is the advi- 
sory function which the city bank performs for out-of-town institu- 
tions. Possessing a much larger and more specialized staff, and 
often maintaining an economic or service department as well, the 
city institution is often called upon by the country bank for advice 
as to general banking policy, security investments, lending policies, 
etc. Country bankers also use their city correspondents as head- 
quarters in visiting metropolitan centers and in getting a broader 
view of economic trends and conditions there. 

In the third place, the country bank often looks to its city cor- 
respondent for aid during an emergency. During the bank failure 
epidemic in 1931 and 1932, many city banks advanced funds to cor- 
respondents on collateral which was not eligible for rediscount at 
the Federal Reserve banks. Of course, when conditions become 
quite bad and the risk involved appears to be unduly great, the city 
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bank will, in self-protection, limit such aid to that which can be 
secured by unquestionable collateral. In the main, such help will 
then take the form of lending on listed or gilt-edged unlisted se- 
curities on a conservative margin basis. The liberalization of the 
rediscount restrictions of the Federal Reserve banks by the Banking 
Act of 1935 tends to make this aspect of correspondent relations 
less important than was the case formerly. On the other hand, 
country banks still call on city correspondents for help in making 
large loans and undertaking other transactions for which their own 
resources are not adequate. 

The correspondent relationship, it will thus be seen, possesses a 
broad basis. Hence, it persists despite the fundamental changes 
effected by the Banking Acts of 1933 and 1935 and the taking over 
by the Federal Reserve banks of many functions which city banks 
formerly performed exclusively for their correspondents. Only the 
general introduction of branch banking, it would appear, can 
greatly limit the importance of close relations between individual 
institutions, and especially between small banks and the large insti- 
tutions located at metropolitan centers of population, unless these 
relations are broken by regulation. 

The argument has been advanced that correspondent relations 
tend to interfere with control over the activities of individual banks 
by the regulatory authorities. For example, it has been pointed 
out that withdrawals of deposits from city banks by out-of-town 
correspondents early in 1937 exaggerated the effect of the increase 
in legal reserve requirements ordered by the Board of Governors of 
the Federal Reserve System at that time. Metropolitan banks 
found themselves forced to sell large amounts of investments, forc- 
ing down bond prices in a way that was not at all contemplated by 
the Reserve Board when the rise in reserve requirements was de- 
cided upon. 

It has been proposed by critics of correspondent relations that a 
reserve of 100 per cent be required against interbank deposits, or 
that some other measure be taken to compel banks to keep their 
surplus funds with the Federal Reserve banks rather than with 
correspondent institutions. If this were done, city banks could 
perform services for correspondents only for a fee, instead of relying 
upon compensating deposit balances, as at present. Furthermore, 
the nation at large would lose in part the many benefits now derived 
from the existence of major money centers like New York and Chi- 
cago, which depend to a considerable extent for their importance 
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upon the fact that their banks hold large amounts of surplus funds 
for out-of-town banks. Financing by the United States Treasury 
would be particularly hampered by the curtailment of the resources 
of the great financial centers, which often absorb the bulk of new 
Government bond issues in the first instance and then gradually 
distribute them over a period of time among institutional and indi- 
vidual investors throughout the country. 

Banking concentration. An outstanding characteristic of mod- 
em economic development, particularly in the United States, has 
been the concentration of business activity in large units under 
single ownership. First the railroads, and then the oil, tobacco, 
distilling, steel, and other major industries, underwent extensive 
concentration, as a result of which a relatively small number of 
large enterprises have come to dominate in them. This combina- 
tion movement now embraces most of the leading industries of the 
country to a greater or less degree. 

Since the banks are deeply affected by the nature of the business 
they are called upon to finance, the evolution of large industrial 
and commercial units has in turn called for large banks. Further- 
more, a number of advantages in the way of efficiency, economy, 
and safety are realized in carrying on the business of banking on a 
larger scale, particularly where this is done competently. To 
counterbalance these gains, of course, there is the disadvantage of 
the absence of personal contact between the management and the 
rank and file of customers in very large banks. Unlike other indus- 
tries, the banks have found that the trend toward concentration has 
been especially hampered in their case by legal restrictions. Ac- 
cordingly, banking has lagged far behind in the concentration 
movement in American economic life, and branch banking has made 
much less progress in this country than in most others. 

Types of banking concentration. There are four chief ways in 
which banking enterprises may be brought under single control and 
management. These are: 

(1 ) Merger. Under a merger, there is retention of but one bank- 
ing name by the combined institution. Provided the provisions 
covering bank consolidations in Federal and State laws are fol- 
lowed, there is no legal obstacle to this type of concentration. In 
such cases, two or more banks are combined so as to form a single 
entity, after the directors have reached an agreement as to terms 
and the stockholders have given their approval in the manner pro- 
vided by State laws for State banks and by the National Bank Act 
for national institutions. 
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(2) Branch hanking. In this case, two or more banking offices 
are operated under single ownership and as a single institution. 
National and State banking laws now define branch b anking powers 
and restrictions definitely in most cases. 

(3) Group banking. Group banking consists of the ownership 
and operation of two or more banks by a holding company. Usu- 
ally, a single large city institution constitutes the nucleus of the 
system, although it is itself controlled through stock ownership by 
the holding company just like the other banks in the group. 

(4) Cham banking. While not always distinguished from group 
banking, the term “chain banking” is usually reserved for instances 
where two or more banks are controlled by a single person or group 
of persons through stock ownership or otherwise. This constitutes 
a looser and less formal arrangement than group banking, and is 
considerably less important. 

Development of branch banking. Branch banking enjoyed a 
considerable development in the United States before the Civil 
War. The first and second Banks of the United States had 
branches, and a number of State banks, particularly in the South 
and West, maintained multiple offices. 

The Civil War marked the culmination of this early era of branch 
banking in the United States. In the first place, a number of 
southern branch banks went out of business as a result of disastrous 
currency inflation under the Confederacy. Second, and more im- 
portant, the National Bank Act of 1863 did not provide for branch 
banking. Although a State bank converting into a national insti- 
tution could retain its branches under stated conditions, these re- 
strictions were so onerous that the branch bank systems of the day 
almost invariably converted each branch into a separate national 
bank. Thus, in the late ’sixties branch banking, along with State 
banking, largely disappeared from our national horizon for a while. 

There was a revival of interest in the subject, however, during the 
’nineties, coincident with agitation for more numerous banks to 
serve small communities and a renewal of bank failures. However, 
instead of liberalizing the laws as regards branch banking, the 
minimum capital requirement for new national banks was lowered 
to $25,000 for small communities, and some States made it as low 
as $10,000 for State banks. As a result, unit banks rather than 
branches of larger institutions were established in rural areas to 
meet the vocal demand for local banking facilities. 

The modern era of branoh banking in this country may be said 
to date from the enactment in 1909 of California’s law permitting 
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ha.nlrg to maintain multiple branches. Since then, California has 
enjoyed a development of branch banking comparable with that of 
most other countries. The Comptroller of the Currency ruled in 
1922 that national banks could maintain additional offices in the 
city where they are located, where State laws do not specifically bar 
them. The banking laws of 1927, 1933, and 1935 contained provi- 
sions designed to give national banks branch privileges comparable 
to those enjoyed by State banks in each jurisdiction. However, 
national banks maintaining branches must now have at least as 
much capital as would an equal number of independent banks. In 
.the meantime, there has been considerable liberalization of State 
laws on the subject also, particularly as a sequel to the bank failure 
epidemic of 1930-33. 

The status of branch banking laws of the various states was sum- 
marized as follows by the Federal Reserve Bulletin for October, 
1939: 


SUMMARY OF STATE BRANCH BANKING LAWS 


States 

States Permitting 

States 

States with No 

Permitting 

Branch 

Prohibiting 

Legislation 

State-Wide 

Banking within 

Branch 

Regarding 

Branch Banking 

Limited Areas 

Banking 

Branch Banking 

Arizona 

Alabama 

Colorado 

Kentucky 1 

California 

Arkansas 2 

Honda 

New Hampshire 

Connecticut 

Delaware 

Illinois 

Oklahoma 

District of Columbia 

Georgia 

Kansas 

Wyoming 

Idaho 

Indiana 

Minnesota 


Louisiana 

Iowa 2 

Missouri 


Maine 

Massachusetts 

Nebraska 


Maryland 

Mississippi , 

Texas 


Michigan 

Montana 

West Virginia 


Nevada 

New Jersey 



North Carolina 

New Mexico 2 



Oregon 

New York 



Rhode Island 

North Dakota 2 



South Carolina 

Ohio 



South Dakota 

Pennsylvania 



Utah 

Tennessee 



Vermont 

Wisconsin® 




Virginia 

Washington 

Total, 19 Total, 17 Total, 9 Total, 4 

i Court decisions permit establishment of offices or agencies to receive deposits and cash checks 

’Only “offices,” “agencies,” or “stations” for limited purposes, as distinguished from “branches,” 
permitted under certain circumstances 

Note — The foregoing tabulation does not reflect detailed provisions of the law m certain States, such 
as restrictions based upon the population of the place of the head offioe or the place of the propoeed branch, 
restrictions that certain branches be established only by consolidation or merger, requirements that the 
place of the proposed branch be without other banking facilities, etc For example, the State of Virginia 
is classified m the foregoing tabulation as a State permitting State-wide branch banking, but under the 
laws of that State brandies may be established only m “other cities having a population of not less than 
50,000 inhabitants ” For such detailed provisions, reference should be had to the compilation of the 
laws of the individual States published hereuu 
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Pros and cons of branch banking. Most countries of the world 
have adopted branch banking as the soundest and most suitable 
system under modern conditions. In certain cases, as in Great 
Britain, branch banking developed because numerous small inde- 
pendent banks could not withstand the pressure of recurring de- 
pression periods. In more recent times, wholesale failures of unit 
banks in Japan, Norway, and the United States, countries that have 
retained unit banking systems, brought about an extension of 
branch banking in these countries. On the other hand, where 
branch banking systems have got into trouble, as in Germany in 
1931, it has been easier to readjust their affairs so that they could 
continue to serve the public with but a short interruption. 

The chief arguments for branch banking, especially under Amer- 
ican conditions, are: 

(1) A branch banking system is better able to withstand depres- 
sion conditions than are unit banks. Funds can be rushed to par- 
ticular branches where depositors are withdrawing funds most 
freely. Bank failures tend to be contagious, in that the collapse of 
one institution causes unrest among depositors, so that runs spread 
among neighboring and even distant banks. Hence, in so far as 
branch banking prevents failures of particular institutions, it con- 
tributes toward making less likely a repetition of a wholesale and 
nation-wide failure epidemic, such as that of 1930-33. 

(2) Branch banking imparts diversification to the business of 
banks. It makes individual banks less dependent upon particular 
neighborhoods, communities, or industries. 

(3) Branch banking makes possible a higher average quality of 
management. A large branch banking organization can afford to 
retain experienced and competent officers, while a great part of the 
business of the individual branches will be placed on a routine basis 
and standardized. 

(4) Branch banking makes possible economies of operation. 

(5) Customers of branch banks in small communities can be 
given a complete banking service and may borrow up to large 
amounts if their condition warrants. Small unit banks are not in 
position to grant large credits, because of the fact that they can 
normally lend to one customer only 10 per cent of capital and 
surplus. 

(6) Branch banking provides a check on the extent to which the 
demands of a community for credit are fulfilled. Where the busi- 
ness men of a town run the bank, they may have exaggerated no- 
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tions at times of the extent to which they are entitled to credit for 
their enterprises. 

(7) Government regulation of banking is facilitated. 

The chief arguments against branch banking are : 

(1) The management of individual branches may be brought 
down to a dead level of routine, so that insufficient consideration is 
given to the particular financial needs of individual communities. 
The argument is often advanced that Canada’s economic develop- 
ment has been seriously hampered, in comparison with that of the 
United States, by her well-developed branch banking system. 
Managers of individual branches, it is argued, are given little scope 
for initiative, all important decisions being concentrated at the 
main office. As a result, the special needs of local individuals tend 
to be ignored, and many enterprises that could otherwise be devel- 
oped fail to get reasonable financial assistance so that they can be 
started. 

(2) The funds of the community, received by branch banks as 
deposits, are sent to the financial centers for investment, and so are 
lost as far as local economic development is concerned. While it is 
true that this concentration of funds in large centers occurs under 
the correspondent bank system, it is naturally more pronounced 
when local banks are mere branches operated by a central office 
which often is more interested in making large loans and invest- 
ments from the main office than in concerning itself with innumer- 
able small, individual commitments through the various branch 
offices. 

(3) When a branch bank system does fail, it involves a far 
greater catastrophe than is the case with suspensions among a large 
number of small, independent unit banks. Thus, if in a given area 
there are sixty individual banks, it is quite unlikely that all of them 
would fail at once. On the other hand, if all sixty should be ac- 
quired by a single institution and be transformed into a branch 
banking system, the failure of the latter would constitute a major 
disaster for the community involved, for every one of these banking 
offices would then be closed. 

(4) The transition to branch banking creates a number of diffi- 
cult problems for existing independent unit banks beeause of the 
formidable competition thus created for them. When a unit bank 
is confronted with the competition of a branch office of a large city 
bank which is opened across the street, it may find itself at a very 
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serious competitive disadvantage. The branch of the large bank 
may attract deposits and other business away from the small unit 
institution because of its wider service, larger resources, and ability 
to operate the branch, at least for some time, at a loss. This may 
jeopardize the future profitable operation of the unit bank even 
though up to that time it was a successful institution giving good 
service to its community. 

The r61e of group banking. Group banking has enjoyed a more 
important place in this country than elsewhere because of the rigid 
restrictions that have been placed around the evolution of branch 
banking under State and Federal laws By forming a holding 
company not subject to these legal restrictions, it has been possible 
to secure some of the advantages of branch banking, such as uni- 
form control of management and diversification of operation, within 
the limitations of the law. 

Certain important groups which developed in the northwestern 
states shortly after World War I have had a splendid record and 
doubtless reduced the number of failures that occurred in that sec- 
tion of the country during the bank failure epidemic of the early 
’thirties. But the record has been by no means a uniformly satis- 
factory one. A number of groups, including a few large ones, failed 
to survive the deflation period which followed 1929. Furthermore, 
where one bank in a group failed, it was usually impossible to save 
the other institutions because in the public mmd they were all 
grouped together. Hence, group banking proved a factor of weak- 
ness as well as strength. This consideration has made it evident 
that with the privileges of group banking should go some measure 
of responsibility. 

As a result, the Banking Act of 1933 for the first time provided 
a degree of regulation of corporations that control group banks. 
Under this law, a group bank holding company is designated as a 
“holding company affiliate,” and as such is required to obtain a 
license from the Board of Governors of the Federal Reserve System 
before it may vote stock of national banks or State member banks. 
Furthermore, the holding company affiliates must agree to subject 
themselves to the provisions of the banking law applicable to indi- 
vidual banks, such as prohibition of the maintenance of security 
affiliates, and they are required to build up reserves in the form oi 
cash or readily marketable assets that will eventually equal at least 
12 per cent of the aggregate par value of the bank stock owned by 
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them. In this way, it is sought to assure that the holding company 
will be a source of strength rather than weakness to the individual 
banks which it controls. 

Group banking in several parts of the country appears to be a 
transition phase between unit banking and branch banking in the 
evolution of the American banking system Until such time as a 
major relaxation occurs in the restrictions and prohibitions that are 
imposed upon branch banking in many states, group banking is 
likely to remain an important type of interbank relation. 


Questions for Study and Reveiw 

1. What are the four chief types of relations between individual banks? 

2. Distinguish between collection and clearing. Which tends to be more im- 
portant under modern conditions? 

3. Describe the problem of the collection process as it is carried on at the 
local clearmg house 

4. What are some other major functions that a clearing house carries out m 
addition to the clearing of checks ? 

5 What is meant by “float”? What dangers did it involve before the Fed- 
eral Reserve System was established? 

6. What are the advantages conferred by the par collection system? Is this 
system open to banks that are not members of the Federal Reserve System? 

7 Distinguish between “collection” and “exchange” charges To what extent 
are business concerns subject to them at the present time? 

8. To what extent is branch banking permitted at the present time? 

9. Give three advantages and three disadvantages of branch banking 

10 What is group banking? How does it differ from chain banks and branch 
banks? 


Problems 

1 The Warren National Bank has a branch with $1,000,000 of deposits. It 
earns an average of 2% per cent on its deposits. Total branch expenses are 
$17,000 per year, including allocation of overhead expenses The branch is of 
some value as a source of trust and foreign exchange business, profits from 
which are absorbed m the head office. What does the branch earn? Would 
you advise its continuance? 

2 A given state does not permit branch banking How can a group of unit 
banks m the state be organized into a group banking enterprise? What pro- 
cedure would you follow m promoting such a group? 

3 The National Industrial Bank of New York wants to increase the number 
of its correspondents. What services can it offer to obtain out-of-town bal- 
ances? Should it send salesmen out to solicit country bank accounts? 
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CHAPTER 17 


Bank Examinations, Audits, and Reports 


An American fetish or necessity? Foreign students of banking 
are amazed and confounded by the extent and multiplicity of bank- 
ing supervision in the United States. Since commercial banks in 
democratic countries are normally accustomed to almost complete 
freedom from government regulation and interference, these stu- 
dents find it difficult to comprehend the elaborate system of bank- 
ing supervision and examination that has grown out of bitter 
experience through many decades of trial and error in American 
banking. Their first reaction is that the American banker must be 
less honest than those abroad if it is necessary to subject him and 
his business to such detailed and unremitting regulation. Further 
study, however, will disclose basic factors m American business 
methods and in American “psychology” that warrant a considerable 
degree of government supervision, almost regardless of the honesty 
of individual bankers or the nature of our banking system. 

The Americans, as a people, are speculatively inclined, optimists 
by choice and “empire builders” by environment. Even despite 
governmental supervision and regulation, their enthusiasm has led 
repeatedly to credit excesses and subsequent economic misery. As 
long as American banks are run by persons imbued with this spirit, 
banking standards set by law and enforced through examinations 
will be necessary. This is not a reflection on American honesty; it 
is, rather, a frank recognition of the predisposition to overexpansion 
inherent in the American temperament. 

In addition, the American system of free unit banking requires 
far more oversight and control than is necessary in countries that 
severely restrict or, as a practical matter, prevent the formation of 
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new banks. Thus, while control in most countries is exercised 
before, control in the United States is attempted after, formation. 
This factor alone abundantly justifies the work of the supervisory 
agencies; it also immeasurably increases and complicates it. 

The reader should note that these observations justify the prin- 
ciple of examination and supervision for American banks. In prac- 
tice, both examination and supervision have fallen far short of what 
reasonably might have been expected. That, however, has been a 
fault of quality and not quantity. It is apparent to any unbiased 
observer that the red tape and “busy- work,” the duplications and 
expense involved, might well be drastically reduced, with an actual 
increase in effectiveness and all-round protection to the public. It 
is safe, even if dogmatic, to assert that what is needed is better 
supervision, not more supervision, although the recent political and 
legislative trend has been in exactly the opposite direction. 

Public nature of banking. Legally, banking is not a public util- 
ity, since it is not a monopoly. Measured by the other criteria ap- 
plied to public utilities, however, banking falls in the same general 
field. The regulation of banking, nevertheless, does not involve 
the fixing of rates by the Government (except interest paid on de- 
posits), as in the case of the public utilities Interest rates and 
charges are fixed by competition and, to a limited extent, by coop- 
eration through clearing houses. Maximum and minimum stand- 
ards, from the standpoint of safety and public interest, are set by 
statute and supervisory officials. 

The State is fully warranted in its attempt to regulate banking, 
provided that regulation is always kept out of politics (an impossi- 
bility, at times, in a democracy). The extension of loans has an 
immediate and direct effect on prices and business activity. Fur- 
thermore, banks actively participate in the money market and the 
bond market, and thus actively influence Government financing and 
fiscal policy. In all of these things, the Government has a legiti- 
mate interest and may properly protect itself within the limits of 
economic law and safety. 

From the franchise standpoint, banks have received a valuable 
privilege from the Government. They have been given the credit 
money “concession.” Orders (checks) on the banks are permitted 
to circulate as a modified type of money, and do approximately 95 
per cent of the money work of the country. In earlier days, this 
function of furbishing the mediums of exchange was a jealously 
guarded prerogative of sovereignty. Nowadays, however, banks 
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are permitted, within the limits of safety (and often beyond the 
limits of safety), to furnish the most important medium of ex- 
change and to charge interest for so doing. Abstract though it may 
sound, this delegation of privilege not only gives the Government 
the moral right to provide, but it imposes the serious responsibility 
of providing, strict regulation of all such credit institutions. 

Is regulation successful? Regulation has not prevented credit 
excesses, nor has it eradicated other banking abuses. Despite reg- 
ulation, bank failures continued to mount year after year until the 
formation of the Federal Deposit Insurance Corporation in June, 
1933. In fact, more than half of the total number of banks in the 
United States failed or liquidated in the twelve years immediately 
preceding the formation of the Corporation. On the surface the 
record of regulation looks black indeed. 

However, b ankin g in recent years has been at the mercy of almost 
elemental economic forces loosed by World War I. In the grip of 
these mighty economic tides, nothing short of a too benevolent 
Deity could have saved thousands of the weaker banks. Surely 
their elimination, a plain matter of the working of economic law, 
cannot be charged to the failure of regulation. 

This conclusion does not imply that bank supervision has been 
perfect, or even successful. But the defect has not been in the 
principle or in the aim of regulation. The mechanics of regulation 
have, in certain respects, been at fault. Probably the greatest 
shortcoming has been m the choice of men to administer the various 
supervisory agencies. Political considerations have often dictated 
the appointment of weak or incompetent' administrators. 

While the record of the bank examiners themselves is unbeliev- 
ably clean, the same cannot be said for those of executive rank in 
the various banking departments. In New York State more than 
one superintendent of banking has been sent to Sing Sing for brib- 
ery, fraud, or other crimes. Throughout the United States many 
supervisory officials have proved unable to withstand the tempta- 
tions inherent m their duties. 

The laws governing banking have generally lagged far behind 
actual developments in the field. Legislation has been possible 
only after the banking structure has been subjected to cataclysmic 
upheavals. Invariably the door has been locked after the horse was 
stolen. There has been no policy with respect to banking legisla- 
tion. Obviously the supervisory authorities can do but little to 
remedy this situation. They often do not dare to point out the 
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defects and to make recommendations for fear of the adverse effect 
that their proposals may have on the credit structure of the coun- 
try. 

Latterly, however, there has been a surfeit of banking legislation 
which should strengthen and improve regulation in the future 
Excepting, always, political interference or actual domination, 
banking supervision of the future should be infinitely better than in 
the past. 

Purpose of banking supervision. Protection of depositors is the 
primary concern of banking supervision. Thus the examining 
authorities first determine if the assets are intact. They then en- 
deavor to ascertain if the assets are sound. Even more, they sit in 
judgment on the policies of the institution under examination, to 
determine whether they are safe and warranted by current condi- 
tions. 

Stockholders, likewise, benefit from these official examinations 
However, their protection is but an incidental by-product of the 
main object — protection of depositors. 

Strict supervision and maintenance of sound standards likewise 
directly benefit the Federal Deposit Insurance Corporation, which 
has a financial mterest in the success or failure of all insured banks 

Compliance with the law is the other chief goal of bank supervi- 
sion. The nature and the extent of the work involved m this aspect 
of the duties of the supervisory authorities are not generally appre- 
ciated. As described m an early chapter of this book, a great deal 
of work devolves on these authorities in the investigation and au- 
thorization or disapproval of all requests for bank charters. Or- 
ganization of new banks is hedged around with elaborate safeguards 
which must be administered by government officials. 

After the organization is completed, there are literally hundreds 
of statutory prohibitions and duties imposed on the management 
The Banking Act of 1933 alone contains enough fiats and “thou 
shalt not’s” to keep management, lawyers, and supervisory authori- 
ties busy for a long time in application, interpretation, and adapta- 
tion. Even with vigilant supervisory officials, many of the banking 
statutes are not fully or faithfully observed. Without some means 
of check, the resultant chaos can be imagined. 

Supervision of early American banks. The earliest American 
banks were completely free of supervision and regulation. 

The first Bank of the United States was required by charter to 
make reports of its condition to the Secretary of the Treasury. 
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While these reports were undoubtedly made, they were never pub- 
lished. Consequently, the public was unable to obtain any facts 
about the bank and its operations. 

The charter of the second Bank of the United States contained 
a similar provision; the results were identical. But, having en- 
countered difficulties in an investigation of the first Bank of the 
United States, Congress, in chartering the second Bank, reserved 
the right to examine at any time all books and proceedings, m order 
to determine whether charter provisions had been violated. This 
reservation of the right of visitorial power is interesting, as it was 
. accomplished through the charter and not by specific statute. Fur- 
thermore, it was concerned only with charter violations; examina- 
tion of the assets and policies to determine the soundness of the 
bank was not even contemplated. 

The legal right of the Federal Government and the State govern- 
ments to enact laws regulating banking and providing for exami- 
nations was not established until considerably later. The National 
Bank Act of Civil War times incontrovertibly set a precedent and 
standards in this respect, which, with minor changes, are followed 
to this day. 

Supervising authorities. Since certain of the supervisory au- 
thorities do not possess the power of examination, and some of the 
examining authorities have a minimum of supervisory responsibil- 
ity, these two functions will be discussed separately even though 
they are closely interrelated. Recently, the supervisory authorities 
have been very much in the forefront, and their power has been 
greatly increased. Consequently, they will be discussed before the 
examining authorities are listed. 

The term supervising authority should be understood to mean 
any outside agency or individual that has the power, legal or other- 
wise, to control directly any phase of commercial banking activity. 
This is a much broader definition than has heretofore been con- 
ceded to the term. Recent development, however, fully warrants 
the inclusion of many agencies that ordinarily would not be thought 
of in connection with bank supervision. A summary of the reasons 
for including these agencies will be given in each instance. 

The Comptroller of the Currency, historically and legally, should 
head the list of Federal supervisory authorities; law and precedent 
are with him. But some of the new stars in the banking firmament 
far outshine his office in authority, prestige, and responsibility. 
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In the tragic days of March, 1933, the Comptroller was completely 
eclipsed by the President of the United States, with his executive 
declaration of a banking holiday. Furthermore, the Secretary of 
the Treasury took up where the President left off and exercised such 
further executive authority as he deemed expedient under the cir- 
cumstances of that time. The Comptroller’s office has not regamed 
the status it enjoyed before the banking crisis. 

The Board of Governors of the Federal Reserve System and the 
twelve Federal Reserve banks are now authorized by law to carry 
on many of the functions of regulation and supervision which logi- 
cally would seem to attach to the office of the Comptroller. Thus 
the Board of Governors supervises interest rates on time deposits, 
enforces the prohibition against payment of interest on demand de- 
posits, passes on the legality of affiliates and interlocking direc- 
torates, and administers many other provisions of banking law. 
While the authority of the Board is limited to member banks, the 
group includes all those banks for which the Comptroller is respon- 
sible (national banks) and many of the state banks. This is un- 
doubtedly the reason for saddling such responsibilities on the Board 
rather than on the Comptroller. The result, nonetheless, is divided 
authority, considerable confusion, and a great decrease in the pres- 
tige of the Comptroller’s office. 

The Reconstruction Finance Corporation, through its holding of 
the preferred stock and capital notes of banks representing the in- 
vestment of the Government was for some time in a position to 
exercise tremendous influence on banking policy and activity. The 
Corporation, according to its chairman, however, made little use of 
its power of direct control. As nearly all of this capital has been 
repaid, the importance of its influence has sharply declined. In 
any event, the Corporation makes certain stipulations regarding 
accounting and dividend procedure, as well as executive salaries, in 
any bank to which it has supplied capital. In addition, the powers 
of the Corporation are greatly increased over its banks if they get 
into financial difficulties. 

In the banking field the Federal Deposit Insurance Corporation 
is another Government agency which has a great deal to say regard- 
ing the conduct of the business of insured banks. The Banking 
Act of 1935 gave the Corporation additional powers over insured 
banks. Present indications are that the Government aims to make 
the Corporation one of the chief supervisory authorities. 
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The measure of supervision exercised bj Senate and other Con- 
gressional committees , through the use (and sometimes abuse) of 
their inquisitorial powers, is not generally appreciated The bank- 
ers have been particularly respectful of Congressional authority 
since the “Inquisition” of 1932-1933. The financial world has 
learned to dread the fire of such investigations. Boards of directors 
and counsel of banks are now chary of approving anything which 
could be exploited by future committees. These investigations 
and the possibility of new inquiries at any time have undoubtedly 
had a salutary influence on bank management. Parenthetically, it 
may be said that bankers now use the telephone for many matters 
which used to be settled by letters or telegrams before the Wash- 
ington committees became so inquisitive. 

State supervision is usually the function of the superintendent of 
banks, the state auditor, or some other appropriate official. Al- 
though there is no particular uniformity as to title, the duties and 
responsibilities of this banking official within the state correspond 
to those of the Comptroller of the Currency with respect to na- 
tional banks. 

The banking crisis of 1933 forced the governors of most states to 
establish a temporary measure of control over banking, as was done 
by the executive arm of the Federal Government. Various other 
officials took it upon themselves to interfere at that time, although 
they had no legal authority for their acts. An Ohio mayor used the 
police force to prevent anyone from entering the banks in his city, 
and thus forced banks to dose. Practically all of this executive 
supervision (or interference) was born of the hysteria of the time 
and has since diminished. 

Paradoxically, the most effective supervision is that practiced by 
the banks themselves through cooperative methods. The success 
of city dearing houses in determining the rules of the game and 
thereafter keeping the banks within bounds is well known. The 
clearing house idea was extended a few years ago to country bank- 
ing problems, with considerable success. These new regional dear- 
ing houses, wherever tried, have raised banking standards and in- 
creased the safety of depositors’ funds. 

Federal examining authorities. In the general management of 
his office, the Comptroller of the Currency is aided by deputy comp- 
trollers. The bank examination function, however, is presided 
over by the Chief National Bank Examiner, who is directly respon- 
sible for all examining activities. Each Federal Reserve district 
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has a national bank examiner who is in charge of all the other ex- 
aminers assigned to his district. 

Examiners are appointed after rigid Civil Service examinations. 
They hold office “during good behavior” until retirement age. 
This qualification means that they are, theoretically at least, im- 
mune to political pressure. In all fairness it must be said that then- 
record for honesty and fidelity is unexcelled in the field of public 
servants. The examiner has, practically without exception, meas- 
ured up to the high trust and responsibilities of his office. Such 
shortcomings as have come to light in the field of examinations 
have been m the higher ranks. 

The Comptroller of the Currency is required by law to examine 
every national bank twice m each calendar year, or oftener if he 
deems it necessary. The heart of the national examination is a 
balance sheet audit. The national examiners start their examina- 
tion without any preliminary warning, a great deterrent to defalca- 
tion. The surprise element in their visits has aided many a clerk 
and officer to stay on the street called “Straight.” Balance sheet 
audits, similar to those made by the examining authorities, are ex- 
plained in considerable detail later in this chapter. 

The Federal Deposit Insurance Corporation, when it began to 
function in 1933, faced the greatest examination task in history. 
Starting from scratch, the Corporation was supposed to develop an 
examining group and examine some 14,000 banks within the short 
period of a few months. Added to this obvious impossibility was 
the further complication of the legal provision permitting banks to 
enter the temporary insurance fund, even though their capital 
would have been completely wiped out by a valuation of their assets 
at current prices. Other examining agencies aided the FDIC in its 
predicament by lending expert examiners and supplying copies of 
most recent examinations of the banks under their respective juris- 
dictions. In one way or another, the banks were finally examined 
(after a fashion) and the temporary insurance fund began to func- 
tion on January 1, 1934. 

The Federal Deposit Insurance Corporation examiners may ex- 
amine any state non-member bank which is insured or making ap- 
plication for insurance. Upon securing the written consent of the 
Comptroller of the Currency, they may examine any national bank 
and, with like permission from the Board of Governors of the Fed- 
eral Reserve System, any state member bank. They may also ex- 
amine any closed insured bank. 
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The whole examination situation is very unsatisfactory, and leg- 
islation to rectify it is needed. Whether this will mean that the 
FDIC will ultimately take over the examining function exclusively 
remains to be seen. Everyone is agreed that the present situation 
is intolerable and that something must be done to simplify, clarify, 
and reorganize the whole scheme of Federal examination. 

Each Federal Reserve bank maintains a bank examination de- 
partment to examine the member banks in its district. It is the 
practice of this department to secure a copy of the report of each 
examination of the national examiners, and this report is carefully 
analyzed. Generally it is not necessary to investigate further in 
the case of national banks. However, if the report should indicate 
that the national bank is in a weakened condition or is engaging in 
unsound banking practices, the Federal examiners call on the bank 
and investigate further the points which have been questioned. 

The Federal Reserve bank may also send its examiners into any 
member bank at any time if there is occasion to believe that Fed- 
eral Reserve credit is being improperly used. 

Heretofore, the Federal Reserve banks have conducted their own 
examinations of all state member banks. These examinations are 
usually made at the same time that state examinations are made, 
and on a cooperative basis with the state examiners, although Fed- 
eral Reserve examiners may, at any time when oircumstances are 
felt to warrant separate action, examine independently any par- 
ticular bank. 

The Board of Governors of the Federal Reserve System main- 
tains a corps of auditors to examine the twelve Federal Reserve 
banks. 

The Reconstruction Finance Corporation is another Government 
agency which has examiners to investigate banking situations in 
which it has a financial interest. They do not make complete ex- 
aminations of the banks concerned but content themselves, ordi- 
narily, with seeing if the various covenants made with the Cor- 
poration are being faithfully observed. They may also audit a 
particular phase of the bank’s operations, suoh as loans, or the 
accounting for reserves and dividends. To be specific, most of their 
examining has been to determine the nature of the credit risk of 
institutions which desired Reconstruction Finance Corporation 
loans. In the past their chief function has been to make credit 
examinations before, rather than balance sheet audits after, the 
Corporation's participation in the capital structure of the bank. 
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State examining authorities. The organization of the bank ex- 
amination function in the States varies considerably: from the 
smaller States, in which the superintendent of banking, in his spare 
time, personally examines the state banks, trust companies, savings 
banks, building and loan associations, and similar public financial 
institutions, to the elaborate machinery of the banking department 
of the State of New York. 

While the banking department of New York is by no means typi- 
cal of the other States, because of the size of its task, it will, how- 
ever, be briefly discussed 

The concentration of banking resources in New York City and 
the enormous size of several of the State-chartered trust companies 
necessitate a large State banking department with hundreds of 
employees and a high degree of proficiency and efficiency in its 
examining work. 

The superintendent of banking has under him deputy superin- 
tendents with the customary duties. Examiners in charge of dis- 
tricts have under them the examiners and clerks who do the actual 
work of examining the institutions in their charge. With the ex- 
ception of the superintendent, the regular employees of the depart- 
ment are employed under Civil Service examination. This practice 
assures continuity of employment and a minimum of political inter- 
ference. Temporary employees, engaged to aid the examiners as 
the volume of work demands, are, however, not subject to Civil 
Service requirements. 

From every standpoint, the banking department of this State 
compares very favorably with that of the Comptroller of the Cur- 
rency The examiners are able, and the examinations thorough. 
It is betraying no secret to say that the department in recent years 
has been pitifully undermanned in relation to the examination 
duties imposed on it by law. 

As explained earlier, the Federal Reserve banks examine state 
institutions which are members of the Federal Reserve System. 

Other examining authorities (non-governmental). Clearing 
houses maintain an examination force to audit member banks at 
least once a year, or oftener if necessary. Because of the concen- 
tration of their efforts on the membership of the clearing house 
association, these examinations generally attain high standards 
They are undoubtedly the most searching and intelligent of all the 
examinations imposed on the banks. 

Even the country clearing houses have found it advisable to 
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maintain an examining staff, although the practice is not so gen- 
eral as in the city clearing houses, where it is practically universal. 

The New York Clearing House, m 1939, substituted scrutiny 
and inspection of the official Federal and State examining authori- 
ties’ reports for the complete examination formerly given all mem- 
bers. Under the bylaws, however, it retains the right to make a 
thorough examination and audit at any time. There seems to be 
a similar tendency on the part of the other clearing houses. 

Public accountants are often engaged by the directors to audit 
the bank. Such examinations may be merely balance sheet audits, 
or they may be a much more searching type of earnings audit. 

The auditing department within the bank is relied on by the 
management, particularly in larger institutions, to maintain close 
and continuous audit control over all transactions. While the 
smaller banks cannot afford to maintain a separate department — 
or even a single officer, in the smallest institutions — the auditing 
function, in a broad sense, must be carried out by someone if the 
bank is to be protected from losses resulting from errors and dis- 
honesty. 

Bank auditor. The bank auditor is far more than a clerical de- 
tective. Checking up on what has happened is but a small part of 
his work. Properly his duties concern themselves with foresight 
and not hindsight. It is the job of the auditor to devise a system 
of protective control which will function automatically in most re- 
spects and reduce “gum-shoe” work to a minimum. In fact, when 
the auditor “gets something on someone,” the chances are that, 
from a managerial standpoint, it will reflect more on his own con- 
trol system than on the individual involved. 

The successful bank auditor must be far more than a first-class 
accountant; he must know the banking business. He must be an 
expert on system and organization. He must have vision and, 
above all, force and character, for no one audits the auditor. 

More specifically, the auditor’s work requires a knowledge of 
accounting, statistics, graphic presentation, law, taxes, and insur- 
ance. This is not to say that he must be a past master in each of 
these specialties; the size of the bank and the scope of his duties 
determine the extent of the qualifications. 

The auditor should be an independent official reporting directly 
to the president or the board of directors of the bank. Further, he 
should be forbidden to do any operating work of any kind. Disre- 
gard of either of these principles leads to unnecessary risks. For 
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example, the auditor will not feel free to criticize the functioning 
of the other officers if he has to report to one of their number. On 
the other hand, if the auditor is permitted to do operating work, it 
is possible for him to defraud the bank continuously and leave no 
record. 

Indeed, no bank should permit such a dangerous combination of 
duties if it is at all possible to avoid the practice. If, in a smaller 
bank, it is necessary for one officer both to audit and to operate, 
special arrangements should be made for the president or some 
other executive, higher than this auditor-officer, to check his oper- 
ating work at frequent intervals. 

If the auditing work is too heavy for the auditor, a separate de- 
partment should be set up. Because of the importance of segregat- 
ing that function, this should be done even if there is in the de- 
partment only one man besides the auditor. For the reasons 
mentioned above in connection with the auditor, the personnel of 
the auditing department must be independent and should never be 
allowed to do any operating work. 

The auditor will frequently have to battle to preserve the in- 
tegrity and autonomy of his department. If he hesitates in this 
respect, he will lose the confidence of his men, and his efforts will be 
foredoomed to failure. 

Bank auditing. The aim of auditing, accounting, and con- 
trol is to protect the bank and its employees from honest error and 
dishonest manipulation. The reader will note that the purpose is 
to safeguard human values as well as asset values. Ideally, this 
would mean a system of control which would protect the bank’s 
values so closely that no employee would be even tempted to dis- 
honesty, much less succumb to it. Practically there should be a 
compromise between the insufferable red tape and heavy expense of 
such a system and the lack of internal control which has character- 
ized so many of the smaller banks. 

Regardless of the detail involved, all auditing efforts fall into 
three categories: balance sheet audits, “spot” audits, and continu- 
ous audits. The balance sheet audit is an actual check and verifi- 
cation of the assets and liabilities, and is substantially the same 
whether made by the bank’s auditors or government examiners. 
The “spot” audit is the application of the same technique to a lo- 
calized operation or situation within the bank. The continuous 
audit is a plan of internal check and control, partly automatic and 
partly dependent on the auditor or his assistants. 
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Continuous audit. In a sense, the continuous audit is more a 
philosophy of management than an actual audit. It is a system of 
internal “checks and balances” based on the following safeguards: 

(1) definite operating procedures from which no deviation is al- 
lowed except with executive approval, (2) dual responsibility for 
the bank’s assets and the performance of duties, (3) frequent breaks 
in continuity of employees’ tasks. These points are important 
enough to warrant further discussion. 

(1) Clearly defined, rigid operating procedures, with provision 
for calling every unusual transaction to the attention of designated 
officials for a determination of the procedure to be followed, com- 
prise the most important safeguard that a bank can have. Bank 
officers as well as clerks must be required to observe scrupulously 
the established operating methods and procedures, if safety is de- 
sired. Clear-cut and sound internal procedures, rigidly enforced, 
are necessary if bank auditing is to be successful. 

(2) Dual responsibihty for the various banking activities is one 
of the first precepts of banking safety. Requiting more than one 
employee to approve each transaction obviously reduces errors and 
makes defalcations much more difficult. If it is possible to split up 
a transaction into several operations so that more than two employ- 
ees will be involved, so much the better. This practice makes each 
clerk temporarily an auditor as far as the other clerks are con- 
cerned. 

Psychologically, the basis of the success of this method of internal 
control is the diversity of interests of individuals. To carry out 
this principle to the fullest extent, banks ordinarily refuse to em- 
ploy relatives; likewise, if two employees get married, one must 
resign from the bank. By capitalizing this diversity of interest 
among different individuals, banks go far in protecting their assets. 

(3) Breaks in the continuity of the employee’s occupancy of a 
particular position, the third safeguard, cost Very little compared 
with the moral and restraining influences engendered. Rotation 
from one job to another, annual Vacations, transfers among depart- 
ments, and other devices break the continuity of performance of a 
particular job and cause any concealments to come to light. 

Auditing income and expenses. A properly devised System of 
accrual accounting is the best Way to audit inbofne. The audit of 
income must be current if losses are to be Avoided, as any item 
which fails to materialize in an income account is, as a practical 
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matter, lost. What is needed is an adequate system of accounting 
which will control all such items from the time they arise. 

Auditing the trading income — such as trust fees, foreign exchange 
profits, exchange (domestic), service charges, miscellaneous profits, 
and so on — involves daily checks, by the auditor, of certain records 
and “spot” audits, from time to time, of operations. 

Expenses are audited from the standpoint of authority, that is, to 
see that they are properly authorized and are made for legitimate 
purposes from which the bank will receive value. Most of this 
auditing is done before the transaction takes place. Voucher sys- 
tems and other methods are used. If it is done afterwards, it is 
usually a perfunctory sort of performance 

Expenses are also audited from the standpoint of usefulness. 
This latte!’ is, primarily, a problem for the bank’s management. 
While the auditing department might make recommendations, it is 
really the responsibility of management to determine whether the 
expenditures are absolutely necessary for the successful operation 
of the bank. 

Balance sheet audits. No matter how modern the accounting 
system or how perfect the continuous audit, the safeguards afforded 
by these must be supplemented at periodic intervals by old-fash- 
ioned balance sheet audits. From time to time, the assets and lia- 
bilities must be marshalled and required to justify themselves to 
the satisfaction of independent examiners who have no connection 
with the operation side of the bank. This inspection, authentica- 
tion, and verification of the bank’s resources and liabilities, al- 
though somewhat prosaic in method, is, all too often, dramatic in 
result. It is through these examinations that weaknesses, financial 
and human, are brought to light with their tragic consequences. 

It is not the function of this chapter to present the details of a 
comprehensive bank audit. Sueh detail ip unnecessary, as the bal- 
ance sheet audit of a bank differs but little (even in detail) from a 
similar audit of any business institution. In this respect, the bal- 
ance sheet audit differs from the continuous audit, which, it will be 
recalled, has to be a tailor-made proposition. The method of con- 
tinuous audit differs even among similarly situated banks. The 
details of the examinations of the various examining authorities 
may differ — that is, the extent and character of the examinations 
may vary — but they are all based on simple, everyday auditing 
prmoiplea with which most readers are familiar. 
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A worth-while idea of the nature and comprehensive character 
of certain of these balance sheet audits may be secured by a brief 
survey of the forms used by the Federal Reserve bank examiners m 
the examination of member banks. It should be added that these 
forms are in constant process of revision, and hence the ones in this 
book should not be assumed to be the final work in such examina- 
tions. 

As to size, the Federal Reserve bank examiners’ report forms 
comprise (in 1940) thirty-three pages of legal size paper. Most of 
the pages list closely spaced questions printed in small type and, in 
addition, schedules, balance sheets, and other auditing data. An 
idea of the detail involved can most readily be secured by a consid- 
eration of one of these forms. 

LOANS AND DISCOUNTS IN GENERAL 

1. State briefly the procedure followed m connection with establishing lines of 
credit and making, authorizing and approving loans 

2. Does board or discount committee review Demand loans periodically ? 

Important loans m advance of maturity? 

3. How often does discount committee meet? 

4. Are the provisions of Regulation U with respect to loans for the purpose of 

purchasing or carrying stocks registered ' on a national securities exchange 
being observed? If not, give particulars. 

5. (a) If the bank has sold or placed with others any loans, mortgage bonds, 
participations, or other assets, give full information and comment on the 
extent of such practices, the amount repurchased, aggregate outstanding, and 
the bank’s liability, if any. 

(b) Does the bank take loans to accommodate other banks? 

If so, list the banks accommodated and give amount and class of paper held, 
and state whether banks from which paper was accepted appear to be liable 
in any way 

6. What is the usual rate of interest charged on loans? 

Highest? Lowest? 

7. Is adequate credit information in the bank’s files? 

PAST DUE LOANS 
(Including real estate mortgage loans) 

A. Statutory bad debts in loans, as defined by Section 5204, Revised Statutes 

. . $ 

B. Other past due loans ... 

Total past due loans 

( % of total loans of $ ) ., ■$ 

Comments 

The typical question sheet Loans and Discounts in General, re- 
produced here, shows the nature of the examination questions and 
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also the interest of the examining authority in the system of credit 
control. 

It should be clearly understood that the examiner, not the bank 
officials, answers the above questions. 



The above index of the report of the examination conveys a more 
accurate idea of the major points covered on the examination than 
a mere description of it can do. 

The examiner must look up these things himself — everything 
must be verified. He is not permitted to take anyone’s word for 
anything. He is required to corroborate all such information and 
in every way to satisfy himself by first-hand verification that his 
report presents a true picture of the bank’s condition as of date. 

Reports. In addition to examinations, banks must make volu- 
minous reports to the supervisory authorities. Originally these 
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were confined to three or four “reports of condition” each year, but 
latterly they have been obliged to assemble data for economic re- 
ports of all kinds. Senatorial committees with their power of sub- 
poena have demanded reports which have cost single large banks as 
much as $50,000 to prepare. Daily reports must be made by cer- 
tain departments to the various taxing agencies. 

While these reports may be necessary, they impose a heavy finan- 
cial burden on the banks. They also seriously interfere with the 
ordinary operations of banking. It is questionable whether the 
results warrant the effort expended by the banks. Had these 
extra reports been loaded on the banks simultaneously, the banks 
would undoubtedly have protested more effectively; but the reports 
were added gradually until the present intolerable burden was 
reached. 

The Government utilizes bank records in practically all of its 
cases — kidnapping, racketeering, or what not. In fact, records 
have become so public that many hesitate to use bank facilities; in 
other words, the banker cannot plead a confidential relationship 
with his depositor as the lawyer can with his clients. 

Honesty is the best protection. No system has ever been de- 
vised that someone could not beat. Most bankers know that their 
best protection is the honesty of their employees. Furthermore, 
bankers know that if the directors and officers play fast and loose 
with other people’s money, the employees will not be far behind. 
A safe, sound bank must be honest at the top as well as at the 
bottom. 

Examinations, audits, and reports will aid in keeping a bank 
sound and honest. They cannot, unfortunately, guarantee it 
against loss. As suggested above, there is no way to keep a man 
from stealing in a bank. (Stealing is a problem even in peniten- 
tiaries, where the opportunities are much more limited.) The task 
of auditing is to make defalcations difficult, detection prompt and 
certain, and responsibility for the loss definite. Although great 
progress has been made, auditing is still striving toward this goal of 
perfection. 


Questions for Study and Review 

1 Why are bank examinations a necessity in America? 

2 Why have bank examinations not prevented failures in recent years? 

3 In addition to examinations, what eke is Involved in banking regulation? 

4 List the purposes of bank supervision. 
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5. Name five supervisory authorities. 

6. Name five examining authorities. 

7. Differentiate between examinations and supervision. 

8. Outline the work of the auditing department. 

9. Explain: (a) the continuous audit; (b) the "spot” audit; (c) the balance 
sheet audit. 

10 What is the purpose of bank auditing? In what way does it differ from 
government examinations ? 

11. What are the best methods of auditing income and expenses ? 

12 What are the major pomts coyered in a balance sheet audit during an 
official examination? 

13. Discuss the reports rendered by banks to the various authorities 

Problems 

Complete solution to the problems below would require a knowledge of ac- 
counting and bank auditing procedure as well as access to the original records of 
the banks. Further information may be supplied by the instructor at his discre- 
tion. 

1 Reconciliations between a small country bank and its city correspondents 
are made by the assistant cashier, who also signs the cashier’s checks issued by 
the bank. The bank examiners find a debit difference of $21,000, extending 
over a fourteen-month period, in the “Due-from-Banks” item. 

(a) How could they discover this? 

(b) What defect in the system of continuous audit made this defalcation 
possible? 

(c) Why wasn’t it discovered sooner? 

2. It is the custom of the auditor of Bank X to audit the cashier’s check ac- 
count monthly Due to the illness of the auditor, a substitute auditor departs 
from the schedule and audits the account in three weeks and finds two of the 
cashier’s checks unaccounted for in the bank’s records 

(a) How could he discover this? 

(b) What does this probably indicate? 

(c) What weakness does this demonstrate? 

3. The directors feel that their earnings are smaller than they should be, con- 
sidering the volume of loans and earnings of comparable banks. Accordingly, 
they instruct their examining committee to make a special examination of the 
income accounts of the bank, particularly those having to do with the note- 
teller’s cage. Although a searching examination was made of the note-teller’s 
work over a period of several years, nothing was discovered. Having heard, 
however, that the note-teller is living on a scale considerably beyond his salary, 
they engage an outside firm of certified public accountants to audit the bank and 
instruct them to pay special attention to the problem mentioned above. The 
accountants find that the note teller has abstracted an average of $15 a day for 
the last twenty-three years in spite of the fact that his accounts have been ex- 
amined regularly during the period. 

(a) Does this discovery indicate a defect in the examination system? 

(b) How could this petty stealing of the note-teller have been prevented? 

(c) What action should be taken with respect to the note-teller? 
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4. The audit committee of the Board of Directors discovered a shortage of 
$110 when they ran up the savings accounts and compared the total with the 
figure carried on the general ledger. Looking for this difference, they discovered 
several savings ledger sheets which had been filed with the canceled sheets al- 
though the accounts had not been closed out Upon questioning the cashier, 
they were told that the assistant cashier m charge of the savings department had 
had the responsibility for proving these accounts for some fifteen years Further 
investigation disclosed a shortage of more than $15,000 

(a) Describe the technique of the “further investigation ” 

(b) How did it happen that the audit committee discovered the defalca- 
tion on this examination but failed to do so on fourteen previous ex- 
aminations ? 

(c) How can temptation be removed from the new assistant cashier ? 
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CHAPTER 18 


The Federal Reserve System 


A central bank system. The Federal Reserve banks constitute 
the central banking system of the United States. In contrast, 
however, to the various European countries where only one central 
bank exists, the Federal Reserve System is decentralized in that 
there are twelve Reserve banks co-ordinated through the Board 
of Governors of the Federal Reserve System, formerly known as 
the Federal Reserve Board. The Federal Reserve System com- 
prises the following: (1) the Board of Governors of the Federal 
Reserve System; (2) the 12 Federal Reserve banks, with 24 
branches; and (3) the member banks, which number about 6,800. 

The decentralization of the central banking system in the United 
States, however, is more legal in the form than in its operations, 
since the policies of the Federal Reserve banks are largely domi- 
nated and determined by the Board of Governors. This difference 
becomes particularly clear if one examines the more important func- 
tions of the Federal Reserve banks, which consist of fixing the dis- 
count rate, carrying on open market operations, and conducting 
transactions with foreign central banks. Although each Federal 
Reserve bank fixes its own discount rate every fourteen days or 
oftener, the changes are subject to review and determination by 
the Board of Governors. 

Similarly, the open market operations of the entire Federal Re- 
serve System — one of the most important types of instruments of 
credit control under normal conditions — are directed by a single 
committee, the so-called Federal Open Market Committee. All in- 
ternational relations of the Federal Reserve banks are under the 
strict supervision of the Board of Governors, The more drastic 
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powers to regulate the volume and flow of credit, particularly in 
connection with the security markets, are vested entirely in the 
Board of Governors. The decentralization of the Federal Reserve 
System is, therefore, more nominal than real. 

The Board of Governors of the Federal Reserve System. The 
Board of Governors, which co-ordinates and supervises all the 
activities of the Federal Reserve banks, is located in Washington. 
The Board is composed of seven members appointed for a period of 
fourteen years, by the President of the United States, by and with 
the advice and consent of the Senate. 1 A member of the Board of 
Governors who has served a full term of fourteen years is not 
eligible for reappointment. In appointing members of the Board, 
the President is required, under law, to have regard to representa- 
tion of the financial, agricultural, industrial, and commercial inter- 
ests of the United States and to the geographical divisions of the 
country as well. No two members of the Board of Governors may 
be appointed from the same Federal Reserve district. The Presi- 
dent of the United States appoints one of the seven members as 
chairman and one as vice-chairman (formerly, governor and vice- 
governor), and these officers serve as such for a period of four years. 
The chairman (or, in his absence, the vice-chairman) presides at 
the meetings of the Board of Governors 

The function of the Board of Governors may be described briefly 
as follows. In cooperation with the Federal Reserve banks, the 
Board formulates the credit policies of the Federal Reserve System. 
To carry out these policies, the Board has the powers enumerated 
below. 

(1) To review and determine the discount rate of each Federal 
Reserve bank, and to require that changes in the discount rate be 
made oftener than once in fourteen days. 

(2) To control open market operations. A provision of the 
Banking Act of 1935, which came into effect on March 1, 1936, 
created a Federal Open Market Committee composed of the seven 
members of the Board of Governors and five representatives of the 
Federal Reserve banks. An amendment of July 7, 1942, provided 
that the representatives shall be presidents or first vice-presidents 
of Federal Reserve banks and shall be elected annually as follows: 
one by the board of directors of the Federal Reserve bank of New 

1 Immediately pnor to February 1, 1SS6, when this section of the Banking Aot of 
1935 went into effect, the Federal Reserve Board was composed of eight members, 
of whom two, the Secretary of the Treasury and the Comptroller of the Currency, 
were ex-officio members. 
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York; one by the boards of directors of the Federal Reserve banks 
of Boston, Philadelphia, and Richmond; one by the Federal Re- 
serve banks of Cleveland and Chicago ; one by the Reserve banks 
of Atlanta, Dallas, and St. Louis; and one by the Reserve banks of 
Minneapolis, Kansas City, and San Francisco. The Federal Open 
Market Committee must meet at least four times a year. 

Under the Banking Act of 1935, beginning March 1, 1936, no 
Federal Reserve bank may engage in, or decline to engage in, open 
market operations except in accordance with the directions of the 
Committee. The open market operations must be carried out for 
the purpose of accommodating commerce and business, with due 
regard to their general bearing on the credit situation of the 
country. 

(3) To change reserve requirements. Under the Banking Act 
of 1935 the Board of Governors may, by an affirmative vote of not 
less than four of its members, change the requirements as to the 
reserves which the member banks must maintain with the Reserve 
banks against their demand and time deposits. The law, how- 
ever, stipulates that the reserve percentages required to be main- 
tained shall never be below, nor more than double, those in force 
prior to the enactment of the Banking Act of 1935 For the pur- 
pose of changing reserve requirements, member banks may be clas- 
sified as follows: those in Reserve and central Reserve cities, and 
those outside such cities. This provision of the law has greatly 
enhanced the Board’s powers over the money market, since it is 
thus enabled to influence the excess reserve balances of the mem- 
ber banks without conducting open market operations. 

(4) To approve the appointment of the president and first 
vice-president of each Federal Reserve bank. Under the Banking 
Act of 1935 the chief executive officers of each Federal Reserve bank 
are the president and vice-president. They are appointed by the 
board of directors of the bank, with the approval of the Board of 
Governors of the Federal Reserve System, for a term of five years. 

(5) To determine the acceptability of ineligible paper. The 
Board of Governors prescribes rules and regulations under which 
Federal Reserve banks may make advances to member banks on 
collateral not eligible for discount. 

(6) To make examinations of the Reserve banks, to require 
them to deliver reports and statements of their condition, and to 
supervise the issuance of Federal Reserve notes- In the exercise 
of these supervisory functions, the Board of Governors promulgates 
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rules and regulations in accordance with the authority granted to it 
by the Federal Reserve Act. 

(7) To regulate security loans. The powers of the Board of 
Governors to control the use of bank credit for the purpose of 
speculating in securities were greatly increased by the Banking 
Act of 1933. Under this Act the Board of Governors is authorized, 
upon the affirmative vote of not less than six of its members, to fix 
for each Federal Reserve district the percentage of individual bank 
capital and surplus which may be represented by loans secured by 
stock or bond collateral by member banks within the district. The 
percentage so fixed may be changed from time to time upon ten 
days’ notice. The Board of Governors is authorized to direct any 
member bank to refrain, under penalty of suspension of all redis- 
count privileges at the Federal Reserve banks, from further in- 
creasing its loans secured by stock or bond collateral for any period 
up to one year. 

(8) To regulate margin requirements. The power of the Board 
of Governors over the money market, and particularly over secured 
loans, was further increased by the provisions of the Securities Ex- 
change Act of 1934. Section 7 of this Act provides that, for the 
purpose of preventing the excessive use of credit for the purchase 
or carrying of securities, the Board of Governors shall prescribe 
rules and regulations with respect to the amount of credit that may 
be initially extended and subsequently maintained on any security, 
except an exempted security, registered on a national securities 
exchange. These rules and regulations apply not only to members 
of national securities exchanges and to brokers and dealers transact- 
ing a business in securities through the medium of such members, 
but also to all loans extended or arranged by other persons for the 
purpose of purchasing or carrying any security registered on a na- 
tional securities exchange. However, the provision^ regarding per- 
sons other than members of a national securities exchange, or 
brokers and dealers doing business through them, do not apply to 
the following transactions: (a) to a loan made by a person not in 
the ordinary course of his business; (b) to a loan made on an ex- 
empted security; (c) to a loan made to a dealer, to aid in fi nancing 
the distribution of securities to customers, not through the medium 
of a national securities exchange; (d) to a loan made by a bank 
on a security other than an equity security; or (e) to such other 
loans as the Board of Governors shall exempt. 



THE FEDERAL RESERVE SYSTEM 


331 


In addition, Section 8 of the Act requires that members of a na- 
tional securities exchange, or any broker or dealer who transacts a 
business in securities through the medium of a member, may borrow 
on securities registered on a national securities exchange only (a) 
from a member bank of the Federal Reserve System, (b) from a 
non-member bank which has filed with the Board of Governors an 
agreement to comply with all provisions of legislation applicable 
to member banks regarding the use of credit to finance transactions 
in securities, or (c) in accordance with such rules and regulations 
as the Board of Governors may prescribe to permit loans between 
brokers or dealers or to meet emergency needs. 

The powers which the Board of Governors has over the money 
market in general and over security loans in particular are far 
greater than those exercised by the central bank of any other 
democratic country. 

In addition to the broad and vital powers enumerated above, the 
Board of Governors has supervisory and regulatory powers that 
may be summarized as follows: 2 

The Board of Governors passes on applications 

for the admission of State banks and trust companies to membership in the 
Federal Reserve System and on withdrawals therefrom, 

for permits to holding company affiliates to vote the stock of member banks; 
for permits covering certain relations between member banks and organiza- 
tions dealing m securities; 

for permits granted under authority of the provisions of the Clayton Anti- 
Trust Act relating to interlocking bank directorates; 

for authority to national banks to exercise trust powers, to establish branches 
in foreign countries and dependencies or insular possessions of the United 
States, and to invest m the stock of banks or other corporations engaged m 
international or foreign banking. 

The Board 

receives condition reports and earnings reports from State member banks, and 
reports of their affiliates, 

issues regulations limiting the rate of interest which may be paid by member 
banks on time and savings deposits. 

The Board is empowered 

to prescribe regulations relating to the formation and operation of corpora- 
tions organized under Federal law to engage in international and foreign bank- 
ing; 

to examine member banks and the affiliates of State member banks. 
fl From a pamphlet published by the Federal Reserve Bank of New York, 
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The Federal Reserve banks. There are twelve Federal Re- 
serve districts in the United States, and one Federal Reserve bank 
is located in each district. The twelve Federal Reserve banks have 
twenty-four branches. The agencies in Havana, Cuba, and 
in Savannah, Georgia, which had been operated by the Federal 
Reserve Bank of Atlanta, were discontinued as of October 1, 1938, 
and January 31, 1945, respectively, by the Board of Directors of 
the Atlanta Reserve bank, with the approval of the Board of Gov- 
ernors of the Federal Reserve System. Each Federal Reserve bank 
is known by the name of the city in which it is located The shares 
of each Federal Reserve bank are owned by its member banks. 
Every national bank must be a member of the Federal Reserve 
bank of its district, whereas State banks may become member 
banks if they meet the requirements specified in the Federal Re- 
serve Act. Each member bank must subscribe, to the extent of 6 
per cent of its capital and surplus, to the shares of the Federal Re- 
serve bank in the district where it is located. Up to the present 
time, however, only 3 per cent of the capital and surplus has been 
paid' in, the remainder of the subscriptions being subject to call by 
the directors of the respective Reserve banks. All member banks 
must maintain deposits with their respective Reserve banks, as 
specified by the Federal Reserve Act and by regulations of the 
Board of Governors. 

Each Federal Reserve bank has its own board of nine directors, 
divided into three classes known as Class A, Class B, and Class C. 
The member banks elect Class A and Class B directors. For the 
purpose of electing directors, the member banks in each Federal 
Reserve district are divided into three groups, each group con- 
sisting as nearly as possible of banks of the same size. Each group 
chooses one Class A and one Class B director. Class A directors 
represent the stockholding banks and, as a rule, are officers of mem- 
ber banks Class B directors represent industry, commerce, or 
agriculture in the respective Federal Reserve districts. Class C 
directors are appointed by the Board of Governors, which also ap- 
proves the appointment of the president and first vice-president of 
each Federal Reserve bank. The administrative functions of each 
Federal Reserve bank are under tibe chief executive, who is the 
president, and in his absence the first vice-president acts as chief 
executive. 

Federal Reserve banks are not intended primarily to be profit- 
making institutions. After all necessary expenses have been paid, 
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the stockholders are entitled to receive a cumulative dividend of 6 
per cent per annum. The rest of the profits, under the Banking 
Act of 1933, are credited to surplus. The resources at the disposal 
of the Federal Reserve banks are derived from the following sources: 

1 Capital and surplus 

2. Deposits of the member banks. 

3. Deposits of non-member banks, usually classified as other deposits, which 
are maintained with the Federal Reserve banks for cleanng purposes. 

4. The deposit of the Federal Treasury. 

5. Deposits of foreign central banks and governments. 

Functions of Reserve banks. The principal functions of the 
Federal Reserve banks, briefly summarized, are as follows: (1) to 
hold as deposits all the reserves of the member banks, which 
function makes the Federal Reserve banks the ultimate source of 
bank credit for the banking system; (2) to issue currency; (3) to 
grant loans and advances to member banks; (4) to deal in Govern- 
ment securities and acceptances in the open market; (5) to clear 
and collect checks; and (6) to act as fiscal agent for the Treasury. 

Issuance of currency. The Federal Reserve banks may issue 
only one type of currency: Federal Reserve notes. Federal Re- 
serve notes must be backed by a reserve of at least 25 per cent in 
gold certificates. Federal Reserve notes must be secured 100 per 
cent by collateral consisting of gold certificates, eligible paper, or 
Government securities obtained as collateral for advances or ac- 
quired in the open market. Gold certificates deposited as collat- 
eral security may also be counted toward the reserve requirement. 
Federal Reserve notes are obligations of the United States and a 
first lien on the assets of the issuing Reserve bank. 

Up to June 12, 1945, the Federal Reserve banks could also issue 
Federal Reserve bank notes, provision for which was made in the 
original Federal Reserve Act (1913), in order to replace the national 
bank notes in circulation. This plan, however, did not work out, 
since national bank notes were not retired in the expected amounts, 
and soon the Federal Reserve bank notes were withdrawn from 
circulation. They were issued again during World War I to re- 
place silver certificates retired under the Pitman Act. The issue 
of Federal Reserve bank notes was revived during the banking 
crisis of 1933, when the Federal Reserve banks were authorized to 
issue Federal Reserve bank notes secured entirely by Government 
securities or eligible paper. With the reopening qf the banks and 
the restoration of confidence, the volume of Federal Reserve bank 
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notes in circulation began to decrease and the notes were gradually 
withdrawn from circulation. The power of Reserve banks to issue 
Federal Reserve bank notes was repealed on June 12, 1945. 

The Federal Reserve notes issued by the Federal Reserve banks 
have a high degree of elasticity in that they can be increased or 
decreased in accordance with the demands of business Whenever 
a member bank needs additional currency, it can obtain a supply 
from its Federal Reserve bank, either by drawing on its surplus 
balances maintained at the Federal Reserve bank or by borrowing 
from the latter. Similarly, all notes not used for business purposes 
are returned by the public to the banks, and by the latter to the 
Federal Reserve banks. 

Discounts and advances. The Federal Reserve System was es- 
tablished for the purpose, among other purposes, of creating an 
agency from which banks could obtain credit for seasonal or 
emergency needs. The Federal Reserve banks can make credit 
available through the following channels: (1) through discounting 
eligible paper; (2) through advances on the notes of member banks 
secured by obligations of the United States or by eligible paper; 
(3) through advances to non-member banks on eligible paper; (4) 
through advances to member banks on non-ehgible paper; and (5) 
through industrial advances to banks or to individuals. 

Discounts. The Federal Reserve banks may rediscount eligible 
paper for all member banks at the prevailing discount rate. The 
term eligible paper applies to credit instruments that are eligible 
for discount at the Federal Reserve banks under the terms provided 
in the Federal Reserve Act and under the rules and regulations 
prescribed by the Board of Governors of the Federal Reserve Sys- 
tem. The general principles of eligibility are clearly defined in the 
Federal Reserve Act. A credit instrument, in order to be eligible, 
must arise out of a transaction related to an agricultural, industrial, 
or commercial purpose. The credit instrument must be created for, 
or the proceeds used for, the producing, purchasing, carrying, or 
marketing of goods. Any paper the proceeds of which are used to 
finance fixed investments of any kind is not eligible for rediscount. 
Similarly, any paper the proceeds of which are used for investment 
of a purely speculative character, or for carrying or trading in stocks 
and bonds, except obligations of the United States, or to finance 
relending operations, except relending by cooperative marketing 
associations and factors, is not eligible for discount with the Fed- 
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eral Reserve banks. 3 Commercial paper must have a maturity of 
not more than 90 days at the time of discount. Agricultural paper 
arising out of activities of growers, in connection with the produc- 
tion, marketing, and carrying of agricultural products, including 
the breeding, raising, fattening, or marketing of livestock, may have 
a maturity of 9 months at the time of discount. Bankers’ ac- 
ceptances which arise out of the shipment of goods, including ex- 
port and import, storage of readily marketable staples, and the 
creation of dollar exchange, are also eligible for discount at the 
Federal Reserve banks. In the classification of paper, the purpose 
of its original negotiation is the determining factor. 

Advances. A member bank may obtain funds from its Federal 
Reserve bank by borrowing on its own notes secured by Govern- 
ment obligations or eligible paper. Such loans may not run for 
more than 90 days but are renewable. 

Advances to non-member banks. The Board of Governors of 
the Federal Reserve System, by affirmative vote of five members, 
may authorize Federal Reserve banks to discount eligible paper for 
non-member banks, provided it is endorsed or otherwise secured 
to the satisfaction of the Federal Reserve banks. Prior to the 
Banking Act of 1935, non-member banks could borrow from the 
Federal Reserve banks only when the eligible paper was endorsed 
and secured to the satisfaction of a Federal Reserve bank. 

Advances on non-eligible paper. According to the Banking Act 
of 1935 any Federal Reserve bank, under the rules and regulations 
prescribed by the Board of Governors of the Federal Reserve Sys- 
tem, may make advances to any member bank on its time or de- 
mand notes which have maturities of not more than 4 months and 
are secured to the satisfaction of the Federal Reserve bank making 
the loan. Whenever such a loan is made, the rate of interest 
charged must be at least one-half of one per cent higher than the 
highest discount rate in effect at the lending Federal Reserve bank 
on the date the loan is made. The advances which the Federal 
Reserve banks may thus make to member banks on other than eligi- 
ble paper correspond to the Lombard loans which are made by prac- 
tically all continental European central banks and by the Bank of 
England. 

“Revised Regulation A provides that “a note of a finance company the proceeds 
of which are loaned to other borrowers for commercial purposes is eligible for dis- 
count by a Federal Reserve bank if the note complies with the applicable require- 
ments of the regulation regarding maturity and other matters” ( Federal Reserve 
BuRetm, February, 1938, page 86.) 
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Industrial advances. An act of Congress, approved June 19, 
1934, authorized the Reserve banks to make loans on a sound and 
reasonable basis to, or purchase the obligations of, any established 
individual or commercial business. The law provides that such 
credit may be extended only: (a) in exceptional circumstances 
when it appears that the applicant is unable to obtain the re- 
quested financial assistance on a reasonable basis from the usual 
sources; (b) for working capital purposes; and (c) for a period of 
not more than five years. The Federal Reserve banks are also 
authorized to purchase from banks and other financial institutions 
obligations created m accordance with the above requirements, or 
to make loans secured by such obligations provided the seller or the 
borrower assumes liability for 20 per cent of any loss which may be 
sustained. A Reserve bank is also authorized to make commit- 
ments to a bank, whereby the former guarantees 80 per cent of the 
losses suffered on industrial advances made by the latter. The 
law limits the funds to be used for advances and commitments by 
the Federal Reserve banks to the total surplus of the Reserve banks 
as of July 1, 1934 — about $140,000,000, plus certain payments to be 
made by the United States Treasury, which brings the total avail- 
able up to $280,000,000. The law also provides for the establish- 
ment in each Federal Reserve district of an Industrial Advisory 
Committee to aid the Reserve banks in carrying out the provisions 
of the law. This committee represents commerce and industry, 
and each member must be actually engaged in some industrial pur- 
suit within the district. 

The Federal Reserve banks, in fixing rates of interest on in- 
dustrial loans made directly to borrowers, have endeavored to 
avoid making these rates so low as to attract this business away 
from established banking and financial institutions. At some 
Reserve banks the rates vary in accordance with conditions of the 
loans. 

Open market operations. The Federal Reserve Banks, as was 
stated before, can inorease the volume of Reserve bank credit out- 
standing through open market operations. These consist of the 
buying of prime bankers’ acceptances and of Government obliga- 
tions or obligations guaranteed as to both principal and interest by 
the United States Government. Under the Banking Act of 1935 
all open market operations of the Federal Reserve banks are under 
the direct supervision and control of the Open Market Committee 
discussed above The Federal Reserve banks may buy prime 
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bankers’ acceptances offered to them by member banks or dealers* 
These acceptances are bought at a rate fixed by the Reserve banks. 
They never sell acceptances except when these have been acquired 
under resale agreements. A decrease in the volume of acceptances 
held by the Federal Reserve banks during a given period indicates, 
therefore, that the volume of matured acceptances held by them 
was larger than the volume of new purchases. Whether a member 
bank will sell acceptances to the Federal Reserve bank or borrow 
from the latter will depend upon (a) the difference between the dis- 
count rate and the rate at which the Federal Reserve banks buy 
acceptances, and (b) the needs of the individual bank. Whenever 
the rate of interest at which the Reserve banks buy acceptances 
m the open market is lower than the discount rate, the banks will, 
rather, sell their acceptances instead of borrowing. If, however, a 
member bank should need the Federal funds for only a few days, 
it would be more profitable for the bank to borrow at the Reserve 
bank and not to sell acceptances. By far the largest volume of 
acceptances is held by the big banks located m the important money 
market centers, and these ordinarily borrow only for a few days. 

In the buying of Government securities, the initiative rests en- 
tirely with the Federal Reserve banks as directed by the Open 
Market Committee. An increase in the volume of Government 
securities held by the Reserve banks is an indication that the latter 
are endeavoring either to offset an outflow of gold or to increase the 
volume of Reserve bank credit outstanding. The Government 
and/or Government-guaranteed securities purchased by the Fed-, 
eral Reserve banks are paid for by officers’ checks of the Federal 
Reserve banks, which are credited to the reserve accounts of the 
member banks which present them. Hence, whenever the Federal 
Reserve banks buy Government securities in the open market, they 
increase the reserve balances of the member banks. In periods 
when the member banks are indebted to the Reserve banks, this 
practice results in a decrease in borrowings of the member banks 
from the Reserve banks. In periods when the borrowings of the 
member banks from the Reserve banks are very low, it causes an 
increase in the surplus reserve balances of the member banks with 
the Reserve banks. Since the purchase or sale of Government se- 
curities is entirely at the initiative of the Open Market Committee, 
it is a good indication of the credit policies pursued by the Reserve 
banks. 

The Second War Powers Act of March, 27, 1942, authorized the 
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purchase or sale by the Federal Reserve banks directly from or to 
the Treasury of direct or fully guaranteed obligations of the United 
States, provided that the aggregate amount of directly acquired 
securities held at any time by the twelve Federal Reserve banks 
does not exceed 5 billion dollars. This authority, scheduled to ter- 
minate December 31, 1944, was extended until March 31, 1947. 

Clearing and collections. The Federal Reserve banks clear at 
par all checks drawn on members and depositors of the Reserve 
banks and deposited with them for collection. The process of clear- 
ing and collections and the operation of the Inter-district Settle- 
ment Fund are described in another chapter and need no further 
consideration here. 

Fiscal agents for the Government. The Federal Reserve banks 
act as fiscal agents for the United States Government. This fact 
has an important influence on the money market — an influence 
that is particularly felt on days when income tax payments are 
due. On the 15th of the months of March, June, September, and 
December each year, the Treasury has the task of collecting income 
taxes, of calling in funds from depositary banks all over the country 
for payment of interest on government obligations, of selling new 
Treasury notes, bills, certificates of indebtedness, and often long- 
term bonds, and of redeeming or refunding matured issues. In 
spite of the magnitude of the transactions, the technique of 
Treasury financing has been so highly developed that ordinarily 
they cause little or no disturbance in the money market, and it is 
seldom that interest rates are even temporarily affected. 

The technical details of this financing, and the amounts involved, 
vary considerably from one quarterly date to another. They 
are governed by a number of factors, including the amount of the 
Treasury’s cash balances, the financial needs of the Government for 
the next quarter, the amount of revenue expected to be collected, 
the condition of the Government securities market, the amount of 
maturing obligations to be redeemed or refunded, and the reserve 
positiop of the member banks. 

The quarterly financial operations of the Treasury begin with 
the disbursement on the 15th of funds for payment of interest on 
the public debt, for redemption of short-term Treasury securities, 
and for special purposes — such as, for example, loans to veterans, 
as on March 15, 1931. Payment is made by checks drawn on the 
Reserve banks which are immediately deposited by the recipients 



THE FEDERAL RESERVE SYSTEM 


339 


with commercial banks and sent by the latter to the Reserve banks 
for credit to their accounts; an increase in member bank reserve 
balances thus results. At the same time that these disbursements 
are being made, the Treasury is also receiving checks drawn on com- 
mercial banks in payment of taxes and for new issues of Treasury 
obligations. As these checks are collected, member banks’ bal- 
ances at the Reserve banks are debited, so that the effect is just 
the opposite of that of disbursements. 

If disbursements and collections exactly coincided, they would 
offset each other, and there would be little change in the total of 
member bank reserve balances. However, in practice, collections 
lag several days behind disbursements, and in order to cover the 
temporary deficit, the Treasury resorts to borrowing from the 
Reserve banks. This borrowing takes the form of a purchase by 
the Reserve banks of a “special” one-day certificate of indebtedness 
for amounts up to several hundred millions of dollars. The cer- 
tificate is renewed each day in decreasing amounts as collections 
come in. 

The amount borrowed in this manner is, of course, credited to 
the Treasury’s account at the Reserve banks and is drawn on to 
cover the Treasury’s disbursements. Consequently, it results in an 
expansion of Federal Reserve bank credit outstanding, and causes 
an increase in member bank reserve balances which, under normal 
conditions, would create a temporary condition of artificial ease 
in the market. 

Several measures are used to prevent the latter condition. In 
the first place, the Reserve banks may sell participations in the 
special Treasury certificate of indebtedness to the member banks 
(mainly in New York), and the reserve balances of the latter are 
debited by the amount of their participation. A second method 
whereby the Reserve banks, under normal conditions, may counter- 
act the effect of Treasury borrowing is the sale of Government 
securities in the open market together with a reduction in holdings 
of acceptances by a failure to replace maturities. However, this 
method is not always feasible. During 1934 and 1935, for ex- 
ample, it would have been inconsistent with the Government’s 
financial policies for the Reserve banks to affect adversely the 
quotations for Government securities by selling even a small part 
of their holdings. At the same time their portfolio of acceptances 
was so small that failure to replace matured bills would have had no 
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effect on the member banks’ reserve balances. Finally (the third 
method), some of the slack is taken up by permitting the reserves 
of member banks in New York City to fall temporarily below re- 
quirements, so that, just prior to the Treasury operations, a deficit 
accumulates which is corrected by the excess reserves during the 
next few days. However, during periods when the member banks 
have large amounts of surplus balances with the Reserve banks, 
the last-mentioned measure is of no significance. 

Although the greater part of the Treasury’s operations are con- 
centrated about the quarterly tax-collection and interest-payment 
dates, the Treasury is constantly carrying on financial dealings with 
the banking system which often have a pronounced effect on the 
credit conditions of the country. The Treasury is, of course, 
constantly collecting revenues from various sources and making dis- 
bursements to cover governmental expenditures. It is the es- 
tablished practice of the Treasury to keep most of its cash balances 
on deposit with the commercial banks throughout the country, but 
its checks are drawn on its deposits at the Reserve banks. Funds 
in the commercial bank depositaries are transferred to the Reserve 
banks at such times as they are needed. 

Thus, the Treasury’s current operations set up a two-way move- 
ment of funds between the Reserve banks and the commercial 
banking system. On the one hand, the Treasury withdraws funds 
from the Reserve banks by checks which are deposited by the re- 
cipients with the member banks and eventually credited to their 
accounts at the Reserve banks. On the other hand, it transfers 
funds from bank depositaries to the Reserve banks, which action 
results in debits to member bank accounts. Consequently, unless 
the amounts of debits and credits are the same, member bank reserve 
balances are affected. 

Federal Reserve wartime credit policy. The Federal Reserve 
credit policy since the commencement of hostilities in World War 
II has been directed to (a) stabilize the Government security 
market, (b) maintain low interest rates, (c) facilitate the transi- 
tion from peacetime to wartime economy and back again, and (d) 
combat inflation. 

On September 1, 1939, the Board of Governors announced that 
the Reserve banks would make advances on equal terms to member 
and nonmember banks on Government obligations at par. This 
announcement was reiterated in the statement issued by the Board 
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on December 8, 1941, which also contained the following declaration 
of policy: 


The System is prepared to use its powers to assure that an ample supply of 
funds is available at all times for financing the war effort and to exert its influ- 
ence toward maintaining conditions in the United States Government security 
market that are satisfactory from the standpoint of the Government’s require- 
ments. 

Effective March 20, 1942, the Board amended Regulation A 
authorizing the Reserve banks to make advances to member and 
nonmember banks on their promissory notes secured by direct ob- 
ligations of the United States for periods not exceeding 90 days in- 
stead of the previous limit of 15 days only. Since the Federal 
Reserve Act (last paragraph of section 13) authorizes the Reserve 
banks to make advances for periods not exceeding 90 days to “any 
individual, partnership, or corporation” on promissory notes se- 
cured by United States Government obligations, the amendment to 
the Regulation represents merely a ruling of the Board that the 
term “corporation” includes any incorporated bank. 

On April 30; 1942, the Federal Open Market Committee directed 
the twelve Federal Reserve banks to purchase all Treasury bills that 
might be offered to them on a % per cent per annum discount 
basis. This fixed buying rate prevented the bill rate from rising 
above that level. 

On February 21, 1942, the Board of Governors amended Regula- 
tion D in order to provide for the computation of reserve deficien- 
cies by member banks in central reserve and all reserve cities on a 
weekly basis instead of the semiweekly basis which had been re- 
quired, prior to this amendment, of banks in cities where Federal 
Reserve banks or branches thereof were located and in a few other 
reserve cities. 

On July 7, 1942, the Federal Reserve Act was amended in order 
to empower the Board of Governors to change the reserve require- 
ments of member banks in central reserve cities within the limits of 
the existing law without necessarily at the same time changing 
those of member banks in reserve cities. This authority was 
needed according to the Chairman of the Board, because “prospec- 
tive heavy withdrawals for tax payments and for financing the war 
deprived the largest banks of the degree of flexibility that the cur-* 
rent war situation demanded.” On August 18, 1942, the Board 
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reduced the reserve requirements on demand deposits in the two 
central reserve cities, effective August 20, 1942, from 26 per cent 
to 24 per cent; on September 14, 1942, to 22 per cent; and again on 
October 3, 1942, to 20 per cent. 

The above amendment also repealed the provision prohibiting 
member banks from making new loans or paying dividends while 
their reserves are deficient. However, the power of the Board to 
prescribe penalties for deficiencies in reserves was retained. 

Regulation W. An Executive Order, issued by the President on 
August 9, 1941, authorized and directed the Board of Governors to 
regulate consumer credit during the national emergency. Under 
this authority the Board adopted and issued August 21, 1941, 
Regulation W, which has been amended from time to time and was 
revised May 6, 1942. The Regulation covers a comprehensive list 
of durable and semidurable goods for civilian consumption and 
embraces all types of consumer credit including installment sales, 
installment loans, charge accounts, and single-payment loans of 
$1,500 or less. It applies to individuals, partnerships, associations, 
and corporations engaged in the business of making extensions of 
installment credit, or discounting or purchasing obligations arising 
out of such extensions of credit. It stipulates the amount of down 
payment, the maximum maturity, and the amounts and intervals of 
the installments for various groups of articles. 

The aim of this “qualitative” credit-control measure was stated in 
the Executive Order under the heading “Declaration of Necessity 
and Purpose,” which reads in part: 

. . . the public interest requires control of the use of installment credit for financ- 
ing and refinancing purchases of consumers’ durable goods the production of 
which absorbs resources needed for national defense, in order (a) to facilitate the 
transfer of productive resources to defense industries, (b) to assist m curbing 
unwarranted price advances and profiteering which tend to result when the 
supply of such goods is curtailed without corresponding curtailment of demand, 
(c) to assist m restraining general inflationary tendencies, to support or supple- 
ment taxation imposed to restrain such tendencies, and to promote the accumu- 
lation of savings available for financing the defense program, (d) to aid in creat- 
ing a backlog of demand for consumers’ durable goods, and (e) to restrain the 
development of a consumer debt structure that would repress effective demand 
for goods and services m the post-defense period. 

Regulation V. On March 26, 1942, the President issued an 
Executive Order authorizing the War and Navy Departments and 
the Maritime Commissions to (a) guarantee loans, discounts, ad- 
vances, or commitments made by the Federal Reserve banks, the 
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Reconstruction Finance Corporation, or other financing institu- 
tions, and (b) to make or to participate with any Federal Reserve 
bank, the Reconstruction Finance Corporation, or other financing 
institutions in making loans, discounts, advances, or commitments 
for the purpose of financing contractors, subcontractors, and others 
engaged in businesses or operations deemed by the armed forces and 
Maritime Commission to be necessary for the prosecution of the 
war. The Federal Reserve banks were authorized to act as fiscal 
agents of the three procurement agencies in carrying out the pro- 
visions of the Order. 

The objectives of this Order were summarized in a press state- 
ment by the White House which reads in part: 

The Executive Order ... is aimed at curing a situation which has interfered 
with the all-out participation of many small busmess enterprises in war produc- 
tion. . . . The basic purpose of the Order is to put working capital financing on 
a war basis. . . . Peacetime restrictions on credits cannot hold up production of 
war supplies needed by the armed forces. 

Under the authority granted by this Order, the Board of Gov- 
ernors adopted, effective April 6, 1942, Regulation V, entitled 
‘War Financing. 55 The Regulation provides that: 

Each Federal Reserve bank should arrange such financing, where practicable, 
without any guarantee or loan or participation therein by the War Department, 
the Navy Department or the Maritime Commission, through commercial banks 
whether or not members of the Federal Reserve System or other financing insti- 
tutions, or through the Federal Reserve bank under the provisions of section 13b 
of the Federal Reserve Act. Where this is not feasible, guarantees by the War 
Department, Navy Department or Mantime Commission of loans made by such 
banks or financing institutions to the extent necessary should be used in prefer- 
ence to loans or participations therein by any of these agencies. 

The maturity of production loans made or guaranteed in whole 
or in part by a Federal Reserve bank on behalf of any of the three 
agencies “shall be consistent with the needs of the borrower for the 
fu lfillm ent of the contracts or orders, 55 while the maturity of loans 
for “financing of facilities 55 must in no case be in excess of five years. 

In the press release of April 10, 1942, accompanying the Regula- 
tion, the Board stated: 

It is expected that any applicant will first take up his credit needs with his 
commercial bank or other financing institution. When the necessary credit can- 
not be arranged by the financing institution without the assistance of the War 
Department, the financing institution will apply to the Federal Reserve bank 
for a guarantee of a part or all of the proposed financing. After certification by 
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the liaison officer, it will be the Reserve bank’s function to analyze the financial 
aspects of the application, including the integrity of the management, and deter- 
mine the type of financing best suited to meet the situation 

Control of credit by Federal Reserve banks. In earlier years 
the Board of Governors of the Federal Reserve System and the in- 
dividual Federal Reserve banks relied principally on two instru- 
ments of credit control — namely, the discount rate and open market 
Operations. By raising or lowering the discount rate, Reserve 
banka made it more or less expensive for member banks to increase 
their reserve balances through rediscounting or borrowing. Simi- 
larly, through buying or selling Government securities in the open 
market and through buying acceptances or allowing them to run 
off, the Reserve banks increased or decreased the volume of member 
bank reserve balances. As a rule these two instruments of credit 
control were used together. For example, if the Federal Reserve 
authorities wish to check the expansion of member bank credit, they 
might sell Government securities or reduce their portfolio of ac- 
ceptances by not renewing matured bills. Payment for securities 
sold or bills matured is made by checks on the commercial banks, 
which action results in the debiting of the accounts of the mem- 
ber banks at the Reserve banks, and thus in a reduction of reserve 
balances. If, as a result of these transactions, the member banks 
are forced to borrow from the Reserve banks, then the latter by in- 
creasing the discount rate make borrowing more expensive. 

In addition to these two instruments of control, the Federal 
Reserve System has at present two more measures at its disposal 
through which it can exerase an influence on the money market — 
namely, the control over loans made by banks for the purpose of 
carrying securities on margin (this control has already been dis- 
cussed), and second, the power of the Board of Governors to vary 
reserve requirements. By raising the reserve requirements, the 
Board can automatically either reduce surplus balances which the 
member banks may have with the Reserve banks, or actually force 
the member banks to increase their borrowings at the Reserve 
banks; a subsequent reduction in reserve requirements will have 
an opposite effect. 

From the above discussion it is clear that the crux of credit 
control exercised by the Federal Reserve System is directed toward 
increasing or decreasing the member bank balances with the Re- 
serve banks. It is, therefore, necessary to analyze the factors 
which can bring about an increase or decrease in the reserve 
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balances. These factors are published regularly by the Board 
of Governors of the Federal Reserve System in a table headed 
“Factors of Increase and Decrease in Volume of Federal Reserve 
Bank Credit Outstanding.” The table for August 8, 1945, as re- 
leased by the Board, is reproduced below. 


FACTORS OF INCREASE AND DECREASE IN VOLUME OF 
FEDERAL RESERVE BANK CREDIT OUTSTANDING 
(In millions of dollars) 



Aug. 8 y 

Aug. 1 , 

Aug . 9, 


1945 

1945 

1944 

U S. Govt securities (mcl Guar. Sec.) . . . 

. 21,910 

+ 33 

+6,688 

Loans, discounts, and adv. . . . 

356 

- 47 

+ 284 

Other Reserve Bank credit. , , 

339 

+ 55 

+ 30 

Total Reserve Bank credit . 

22,606 

+ 42 

+7,002 

Gold Stock 

20,151 

- 1 

- 845 

Treasury cuirency 

4,197 

- 1 

+ 89 

Member bank leserve bal . 

14,833 

- 28 

+2,023 

Money in cuculation 

27,269 

+139 

+4,359 

Treasury cash 

2,269 

+ 9 

- 71 

Treasury deposits with F R banks , , 

538 

— 140 

+ 51 

Non-member deposits and other F. R accounts 

2,045 

+ 59 

- 116 


Analysis of table : bills discounted. 4 This figure represents the 
total borrowings of the banks from the Reserve banks. Member 
banks borrow only to replenish their reserve balances. An in- 
crease in borrowing may be caused by one or several factors, such 
as (1) an increase in deposits of member banks, (2) the sale of 
securities or the reduction in the volume of acceptances held by 
the Reserve banks, (3) the export or the earmarking of gold, (4) 
an increase in the volume of currency in circulation, (5) an in- 
crease in the deposits of non-member banks with the Reserve banks. 
The operations of the Treasury also may influence the deposits 
of the member banks with Reserve banks and thus exercise an 
influence on their borrowing. 

Bills bought and U.S. Government securities. These two items 
express the open market operations of the Reserve banks. An in- 
crease in the holding of acceptances or of Government securities 
places Federal funds at the disposal of the member banks; a de- 
crease, on the other hand, reduces the volume of Federal Reserve 
credit. The movement of these two items as a rule indicates 
the open market policies pursued by the Reserve System. An in- 
crease in open market purchases usually indicates a desire on the 
part of the Reserve banks to create easy money market conditions. 
The sharp increase in the holdings of government securities by the 

4 Owing to tfce wartime decline in their relative importance, the items ‘‘bills dis- 
counted,** "bills bought,” and "industrial advances’* are not shown separately. 
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Reserve bants was intended to counteract the huge increase in 
the volume of currency in circulation. 

Industrial advances. This item consists of loans to private busi- 
ness enterprises made by the Reserve banks under authority of the 
Act of June 19, 1934. As far as the money market is concerned, 
such loans do not differ from bills discounted. 

Other Reserve bank credit. This represents several items, in- 
cluding the so-called “float” arising out of the Reserve banks’ sys- 
tem of collecting checks and drafts for commercial banks. “Float” 
is the difference between “uncollected items” and “deferred avail- 
ability items”; or, in other words, it is an amount for which the 
Reserve banks have given the commercial banks credit, but which 
the former have not yet collected.® It also includes the Reserve 
banks’ holdings of Federal intermediate credit bank debentures, 
Federal land bank bonds, municipal warrants, and sums due from 
foreign central banks. 

Total Reserve bank credit. This item is the combined total of 
the above five items and shows the total amount of Federal Reserve 
bank credit outstanding. 

Monetary stock of gold. This item includes at present only 
gold held by the Treasury. Prior to January 30, 1934, monetary 
gold stock included (a) gold held by the Treasury, (b) gold held by 
the Federal Reserve banks, not including gold held under earmark 
for foreign account, and (c) gold coin in circulation in the United 
States. On January 30, 1934, all gold held by the Federal Reserve 
banks was transferred to the Treasury, so that today the Federal 
Reserve banks hold only gold certificates or gold certificate credits 
on the books of the Treasury against which the Treasury holds the 
gold. Since all gold coin was withdrawn from circulation, all im- 
ports and exports and changes in earmarks of gold are immediately 
reflected in the Treasury holdings. 

“In describing the relation between the “float” and Reserve bank credit the Fed- 
eral Reserve Bulletin of July, 1935, states. “Federal Reserve bank float generally has 
a positive or debit balance, because m making inter-distnct check collections the 
reserve balance of the depositing bank is credited according to a time schedule while 
the bank on which collection is being made at times is not charged until the follow- 
ing day. Exchanges for clearing house when received in the morning mail should, 
according to the time schedule, be collected the same day but often are not sorted 
until too late to be included in the clearings for that day and it is this which usually 
gives nse to the debit balance A negative or credit balance is shown by Federal 
Reserve float when collected prior to being oredited to the account of another mem- 
ber bank. This situation happens chiefly in connection with the interdistrict colleo- 
tiot of noncash Items, such as notes, but also whenever the actual collection of 
checks is made prior to expeoted collection according to the time schedule, which 
taay occur when there is a bask holiday in somt districts but hot in ethsrsi” 
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Treasury and national bank currency. This item represents the 
amount of credit which the Treasury has contributed to the finan- 
cial system through putting into circulation currency for which it is 
directly responsible. An increase in this item means that the 
Treasury has put out more money, which in turn results in an in- 
crease in member bank balances with Reserve banks. The cur- 
rency for which the Treasury is responsible and which entered into 
this item consists of the standard silver dollar, silver bullion against 
the pledge of which silver certificates and Treasury notes of 1890 
are outstanding, subsidiary silver and minor coin, United States 
notes, Federal Reserve bank notes, 6 and national bank notes. In 
1935 all bonds bearing the circulation privilege were called. Na- 
tional bank notes, therefore, are gradually disappearing from cir- 
culation. 7 

Money in circulation. This item represents the total amount of 
currency of all kinds actually in circulation. The figures include, 
therefore, not only money held by the public, but vault cash held 
by banks and such United States money as may have been carried 
abroad, other than gold coin known to have been exported. Any 
increase in the volume of currency in circulation tends to decrease 
the volume of the member bank reserve balances, because the cur- 
rency is obtained by member banks from the Reserve banks, and, 
in order to pay for the notes, the former draw on their reserve bal- 
ances. Conversely, a decrease in the volume of currency in circu- 
lation results in an increase in member bank balances as the mem- 
ber banks return the unneeded currency to the Reserve banks and 
their accounts are credited with the amounts. 


6 Those Federal Reserve bank notes which were not covered by lawful money de- 
posited with the Treasury and were, therefore* liabilities of the Federal Reserve 
banks, are not included m Treasury currency Federal Reserve bank notes of this 
sort were outstanding pnor to June, 1924, and again from March, 1933, to March, 1935, 
When issuance of Federal Reserve bank notes was discontinued, liability for the 
retirement of outstanding notes was transferred to the Treasury During the period 
when this was taking place, the item of Treasury currency included such Federal 
Reserve bank notes as were covered by deposits for their retirement made by the 
Reserve banks with the Treasury. For example, on December 31, 1934, the situa- 
tion as regards Federal Reserve bank notes was as follows: 

Amount outstanding (from circulation statement) $118,762,000 

Amount issued to Federal Reserve banks (from Federal Reserve 
bank statement) , . 37,590,000 

Amount covered by deposits for retirement* (including in Treas- 
ury and national bank currency) . . 81,172,000 

7 The power of the Federal Reserve banks to issue Federal Reserve bank notes was 
repealed on June 12, 1945. These notes will, theiefore, rapidly disappear from cir- 
culation. 
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Treasury cash and deposits in Federal Reserve banks. This 
item represents cash funds available for expenditure by the Treas- 
ury, other than deposits with commercial banks. It includes gold 
in the exchange stabilization fund, gold in the general fund, cur- 
rency and coins held in the Treasury, and the Government’s de- 
posits with the Reserve banks. A decrease in this item means that 
the Treasury has transferred some of its cash or Reserve bank de- 
posits to the banking system, with a resulting increase m member 
bank reserve balances. An increase means that cash has been paid 
into the Treasury or that the Treasury has transferred some of its 
deposits with the commercial banks to the Reserve banks, thus re- 
ducing member bank reserve balances. The item “Treasury Cash” 
was increased by $2,800,000,000 after the close of business on Janu- 
ary 31, 1934, as a result of the reduction of the gold content of the 
dollar. 

Non-member bank deposits and other Federal Reserve ac- 
counts. This consists of a number of items, of which non-member 
bank deposits are the most important. Non-member banks main- 
tain deposits with the Reserve banks for clearing purposes. A 
reduction in these balances results in an increase in the reserve bal- 
ances of the member banks, because the funds lost by the non- 
member banks are transferred to the member banks. 

After this brief explanation it is possible to analyze the state- 
ment and to ascertain what factors were responsible for the decrease 
in member bank reserve balances by $28,000,000 in the week ended 
August 8, 1945. 

FACTORS WHICH INCREASED THE RESERVE BALANCES OF 


THE MEMBER BANKS 

1. Increase in United States Government securities , . * $ 33,000,000 

2. Increase m other Reserve Bank credit - - 55,000,000 

3. Decrease in Treasury deposits with Federal Reserve Banks , « . 140,000,000 


Total Increase . * * . - * $228,000,000 

FACTORS WHICH DECREASED THE RESERVE BALANCES OF 

the Member banks 

1. Decrease m loans, discounts, and advances . . . $ 47,000,000 

2. Decrease in gold stock * 1,000,000 

3. Decrease in Treasury currency . ... 1,000,000 

4. Increase in money m circulation. . . . . . * . 139,000,000 

5. Increase m Treasury cash * . . 9,000,000 

6. Increase m nonmember deposits and other Federal Reserve accounts* * 59,000,000 

Total Decrease . . . $256,000,000 

Total net decrease m member bank reserve balances $ 28,000,000 
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Questions for Study and Review 

1 Explain why the Federal Reserve System may properly be regarded as a 
central bank system 

2 List the principal powers of the Board of Governors of the Federal Re- 
serve System. 

3 Describe the present organization of the Federal Reserve System from 
the following viewpoints . 

(a) Location of Federal Reserve banks and their branches; 

(b) Membership m and ownership of a Federal Reserve bank; 

(c) Control of each Federal Reserve bank, including method of electing 
or appointing directors and officers; and 

(d) What becomes of the net earnmgs of each Federal Reserve bank. 

4 List the principal sources from which the Federal Reserve banks obtain 
the funds with which to carry on their operations. 

5 What are the chief functions of the Federal Reserve banks? 

6 Outline the legal restrictions upon the issuance of (a) Federal Reserve 
notes and (b) Federal Reserve bank notes 

7 Name and explain five ways m which the Federal Reserve banks may 
make their funds available to member banks and to the public. 

8. Explain how open market operations may be used (a) to increase and 
(b) decrease the supply of credit available to business 

9. Outline the principal services which the Federal Reserve banks perform as 
fiscal agents of the Government. 

10. Name and explain the various ways in which the Federal Reserve banks 
may exercise control over credit. 

11. List and explain the principal items that appear in a Federal Reserve bank 
balance sheet 

12 Name the principal factors which (a) increase or (b) decrease the re- 
serve balances of member banks, and explain why each factor affects the reserve 
balances as it does. 

13. Describe the principal measures taken by the Reserve authorities to facili- 
tate financing the war effort. 


Problems 

Assets and Liabilities of Twelve Federal Reserve Banks Combined: 


Assets 

Gold certificates $17, 311, 110,000 

Redemption fund for Federal Reserve notes. 667,802,000 


Total gold certificate reserves $17,978,912,000 

Other cash 212,308,000 

Discounts and advances. . 353,164,000 

Industrial loans 3,154,000 

Acceptances purchased * . . 163,000 

U. S. Government securities 

Bills 12,978,572,000 

Certificates 6,120,511,000 
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Assets ( Continued ) 

Notes . . . 1,697,950,000 

Bonds . . . 1,112,642,000 

Total U S Government securities . $21,909,675,000 

Total loans and securities . $22,266, 156,000 

Due from foreign banks - . 110,000 

Federal Reserve notes of other banks . . 91,299,000 

Uncollected items . . - . . 1,682,707,000 

Bank premises . 33,965,000 

Other assets . . . 60,604,000 

Total assets - . . $42,326,256,000 

Liabilities 

Federal Reserve notes . . $23,473,107,000 

Deposits. 

Member bank — reserve account .... . 14,832,650,000 

U S Treasurer — general account 537,715,000 

Foreign . . . 1,148,287,000 

Other 439,282,000 

Total deposits $16,957,934,000 

Deferred availability items 1,343,349,000 

Other liabilities, including accrued dividends . .. 9,112,000 

Total liabilities $41,783,502,000 

Capital Accounts 

Capital paid in $ 171,452,000 

Surplus (Section 7) 228,153,000 

Surplus (Section 13b) 27,165,000 

Other capital accounts 115,984,000 

Total liabilities and capital accounts . $42,326,256,000 


1. The Federal Reserve Act as amended requires that the Federal Reserve 
banks maintain reserves in gold certificates of not less than 25 per cent against 
their deposits and Federal Reserve notes in actual circulation Calculate, on 
the basis of the above statement, the amount of free gold certificates, i e , the 
amount in excess of minimum legal requirements 

2. Effective August 15, 1936, the reserve requirements of the member banks 
were increased 50 per cent. A gold certificate for $1,000 m the hands of the 
Federal Reserve banks could support (a) X dollars of demand deposits with 
Reserve city member banks prior to August 15, 1936; (b) Y dollars after Au- 
gust 15, 1936 What are the amounts of X and Y? 

3. On the basis of the above Federal Reserve bank statement, calculate (a) to 
what amount the member bank reserve account could be reduced by open market 
operations; (b) what percentage of total assets is invested in U. S. Government 
securities. 

4. A trust company located in Albany, New York, with a capital of $1,000,000, 
a surplus of $500,000, demand deposits of $8,000,000, time deposits of $3,500,- 
000, has applied m September, 1936, for membership m the Federal Reserve 
System, (a) To what amount of stock of the Federal Reserve Bank of New 
York would the applying trust company be required to subscribe? (b) What 
is the amount of reserves to be maintained with the Federal Reserve bank? 
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5 The Federal Reserve banks, similar to other central banks, do not operate 
primarily for profit From the above-mentioned statement of the Federal Re- 
serve banks (a) list the “earning assets”, (b) calculate the ratio of earning 
assets to total assets; (c) state what expenditures the Federal Reserve banks 
must meet besides the administrative expenses; (d) explain how the net earnings 
are disposed of 
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CHAPTER 19 


The Money Market 


Nature of the market. A money market is a mechanism for the 
investment of short-term funds and the medium through which a 
large part of the financial transactions of a particular country are 
cleared. Broadly conceived, the term includes the entire mecha- 
nism employed in financing business of all types. In the narrower 
sense in which the term is generally used, however, a money market 
includes only dealings in more or less standardized types of loans, 
for example, call loans and credit instruments (such as acceptances 
and Treasury bills), in which personal relations between lender and 
borrower are of negligible importance. 

In a certain sense, a money market is a reservoir of short-term 
funds; it is a center where funds seeking temporary investment are 
accumulated and made available to those of the business and finan- 
cial community desiring short-term accommodation. During nor- 
mal times a money market of international scope attracts funds 
from all over the world and redistributes them among borrowers in 
many countries. Since these funds are short-term in character, 
they require liquid investments, which are provided by the accept- 
ance market, the commercial paper market, the short-term Treas- 
ury bill market, and the call money market. 

The first two markets — namely, the acceptance and the commer- 
cial paper markets — utilize these funds for the purpose of financing 
domestic and foreign trade. The short-term Government security 
market employs the funds to finance the deficits of the Govern- 
ment; while the call money market is used to facilitate marginal 
trading in securities already outstanding in the market, or to facili- 
tate the issue of new securities before they have reached the ulti- 
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mate investor. Each of these divisions of the market is closely- 
related to the others, and conditions in one often affect the others. 

The New York money market is composed of the following indi- 
vidual markets: 

1. Commercial paper market; 

2. Acceptance market; 

3 Collateral loan market, particularly the brokers’ loan market; 

4 Market for short-term Government securities, 

5 Federal funds market (only in New York) 

Individual markets. The New York money market is not a 
single homogeneous market; it is a combination of several separate 
markets, each dealing in a different type of short-term credit but 
all closely related. Some of the individual markets, such as the 
collateral loan and the commercial paper markets, date back a num- 
ber of decades and have developed more or less spontaneously in 
response to the financial needs of the United States. Others, such 
as the acceptance and Federal funds markets, are the outgrowth of 
the Federal Reserve Act. 

The individual markets are still in a state of flux. Thus, while 
the commercial paper market has decreased in importance, the ac- 
ceptance market, in spite of the setbacks that it has suffered during 
the last few years, has shown considerable strength and will no 
doubt witness a rapid expansion in the post-war period. The col- 
lateral loan market, on the other hand, will probably play a much 
less important role in the future than it has in the past, since the 
regulations embodied in the Banking Act of 1933 and the Securities 
Exchange Act of 1934 are expected to prevent any such expansion 
of this type of credit as occurred in 1928 and 1929. 

The short-term Government security market has expanded to 
tremendous proportions in the last few years, particularly during 
the war, and now overshadows all the other markets. However, 
the Federal Government’s policy of financing a part of its needs 
through short-term Treasury bills and certificates of indebtedness 
must be regarded as of a temporary character, and it is expected 
that, as soon as the budget of the government is balanced, a portion 
of the short-term obligations will be converted into longer ma- 
turities. 

The basic function of the money market is to bring together 
those who have short-term funds available for investment and 
those who have need of such funds. So long as the money market 
is able to perform this function, it makes no difference, as far as the 
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general market is concerned, in which of the individual markets the 
funds are employed, although the economic effects of the employ- 
ment of short-term funds in the various markets differ. An under- 
standing of the nature and operations of the various individual 
markets, however, is essential to the interpretation of current 
money market developments. The following is a brief analysis of 
the various short-term markets which at present constitute the New 
York money market. 

Acceptance market. The market for bankers’ acceptances in the 
United States is of comparatively recent development. Prior to 
the passage of the Federal Reserve Act in 1913, national banks 
were not permitted to accept drafts, and only a comparatively 
small amount of acceptance credit was created by a few of the state 
banks, by the larger investment banking houses, and by private 
bankers. The framers of the Federal Reserve Act, however, appre- 
ciated the advantages of bankers’ bills as a means of fin armin g trade, 
and realized that a broad acceptance market would contribute to 
the strength and flexibility of the banking system. This Act, there- 
fore, authorized member banks to create acceptances subject to 
certain restrictions and to the rules and regulations of the Federal 
Reserve Board. It also made acceptances eligible for discount at 
the Federal Reserve banks, subject to the eligibility requirements, 
and authorized the Reserve banks to buy and sell eligible accept- 
ances in the open market. 

Classification of acceptances. The banker’s acceptance, or 
banker’s bill, is primarily an instrument for financing the movement 
or storage of merchandise. The Federal Reserve Act originally 
permitted member banks to create acceptances only to finance im- 
ports and exports, but was later amended to include other types of 
transactions. For many years, acceptances drawn to finance im- 
ports and exports have constituted the bulk of the bills outstanding 
in the United States. Bills of this character have long been re- 
garded as inherently sound, because the transactions which they 
finance are self-liquidating in character. The same is true of bills 
drawn to finance domestic shipments, insofar as such instruments 
represent actual sales of goods. 

The use of bankers’ acceptances to finance goods stored in, or 
shipped between, foreign countries increased rapidly during the 
latter part of the 1920’s. At the end of 1930 the amount of this 
type of acceptance credit outstanding was $561,442,000, as com- 
pared with $40,313,000 at the end of 1926. It was to be expected 
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that an important international money market, such as New York, 
would be called upon to finance foreign trade as well as some in- 
ternal transactions of foreign countries, but it was inevitable that, 
unless the strictest standards were maintained, unsound practices 
would develop, with disastrous results to both drawer and acceptor. 
The “freezing” of a substantial amount of such acceptance credits 
under the German standstill agreements clearly, revealed the dan- 
gers inherent in this type of financing. 

Another type of acceptance credit which has come to be of some 
importance is that based on staple commodities in warehouses (do- 
mestic warehouse credits) . During the business depression of the 
early ’thirties, there was proportionately less decline in the amount 
of outstanding acceptances of this kind than in any other category. 
The use of acceptance credits to finance the holding of goods in 
warehouses prior to shipment or sale is generally regarded as a 
sound practice, although, unfortunately, it lends itself to misuse, 
particularly m the holding of goods for speculative purposes. 

Acceptances drawn to create dollar exchange are peculiar to the 
United States and are used by bankers in certain countries where 
exports are of a decidedly seasonal character — notably Central 
America and South America — to create dollar balances during the 
season when exports decline. The drawer is obligated to provide 
the accepting bank with funds to pay the acceptance at maturity, 
and obtains the funds to do so from the proceeds of merchandise 
sold in the United States during the exporting season. Inasmuch 
as acceptances drawn to create dollar exchange are not based on 
actual shipment of goods, the Board of Governors of the Federal 
Reserve System has established strict rules and regulations govern- 
ing their creation by member banks. 

Accepting institutions. There are three primary institutional 
elements in the acceptance market: the accepting' institutions, 
which create the supply of bills; the bill dealers, who “make the 
market”; and the purchasers, who provide the demand. 

The member banks of the Federal Reserve System are the most 
important single group of acceptors. The Federal Reserve Act 
authorized member banks to create acceptances in an amount 
equal, at any one time, to not more than one-half of their paid-up 
capital stock and surplus. However, with the permission of the 
Board of Governors and subject to its regulations, member banks 
may create acceptances to the full amount of their capital and sur- 
plus! In addition, under regulations prescribed by the Board of 
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Governors, member banks may accept bills drawn to create dollar 
exchange to the amount of 50 per cent of their capital and surplus. 
Besides the member banks there are a number of private banking 
firms, as well as foreign banking corporations and American agen- 
cies of foreign banks, engaged in creating acceptances. 

The acceptance business has come to be concentrated more and 
more in the hands of a comparatively few leading financial institu- 
tions located in New York City and, to a lesser extent, in other 
large eastern cities. 

Bill dealers. The bill dealers consist of a group of private bank- 
ers and financial firms which do a general business as middlemen in 
the money market. They usually deal in securities as well as ac- 
ceptances, while some dealers act as brokers for commercial paper 
and as intermediaries in placing collateral loans and Federal funds. 
Most of the bill dealers are located in New York, and less than a 
dozen firms do the bulk of the acceptance business. 

The function of the bill dealer is to purchase bills from the draw- 
ers, accepting institutions, or other holders, and to distribute them 
to investors. Normally the dealer sends to prospective buyers a 
daily offering sheet listing the acceptances offered, with the name 
of the accepting bank, the amount offered, the due date, the number 
of days to run, the denomination and lot number, and the rate at 
which the acceptances are offered. The dealers buy bills outright 
and derive their profit by selling them at a slightly higher price, 
usually one-eighth to one-quarter of one per cent above the buying 
rate. They are required to add their indorsement on bills sold to 
the Federal Reserve banks, but do not indorse bills sold to other 
buyers unless especially requested to do so. Bills bearing a dealer’s 
indorsement command a slightly lower rate (higher price) . Deal- 
ers ordinarily quote uniform rates on eligible bills accepted by banks 
of first-class credit standing. Somewhat higher rates are quoted on 
ineligible bills (bills not eligible for discount at the Reserve banks) 
and bills accepted by less well-known banks. 

Purchasers. The principal purchasers of bankers’ acceptances 
are the commercial banks, the Federal Reserve banks, and, to a 
lesser extent, savings banks, insurance companies, and other finan- 
cial institutions. Bills drawn in accordance with the regulations of 
the Board of Governors of the Federal Reserve System (eligible 
bills) are generally recognized as among the safest and most liquid 
of short-term credit instruments, and it is a general practice for 
commercial banks to include some acceptances among their second- 
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ary reserves. Legislation has been enacted in a number of states 
permitting savings banks and insurance companies to invest in 
bankers’ acceptances. 

The distribution of bankers’ acceptances among the various types 
of buyers is determined largely by prevailing market conditions. 
In periods of credit stringency and high interest rates, banks reduce 
their holdings of acceptances in order to have funds available for 
other purposes. At such times a large part of the bills outstanding 
are shifted to the Reserve banks. On the other hand, during peri- 
ods of low money rates, when banks have difficulty in finding profit- 
able employment for their funds, they prefer to buy bills, which 
they have accepted, from the drawers and to increase their bill 
holdings by purchases in the open market. 

Thus, at the end of July, 1929, the Reserve banks held (both for 
their own account and for the account of foreign correspondents) 
about 47 per cent of all bills outstanding, while, at the end of May, 
1945, they had no dollar acceptances in their portfolio. On that 
date the accepting banks held 79 per cent of the dollar acceptances 
outstanding In April, 1934, the supply of bills offered in the mar- 
ket was so small that the bill dealers instituted discriminatory rates 
against banks which made a practice of buying their own bills from 
the drawers and withholding such bills from the market. 

Federal funds market. Federal funds are sight claims on the 
Reserve banks or the United States Treasury, and consist of checks 
drawn on the Reserve banks, cashiers’ checks of the Reserve banks, 
and checks of the United States Treasury. The Reserve banks 
give immediate deposit credit for such claims. Thus a bank that is 
deficient in reserves may temporarily increase its reserve balance by 
exchanging its own cashier’s check for a check on a Federal Reserve 
bank drawn by another bank having excess reserves. Deposit of 
the check drawn on the Federal Reserve bank (Federal funds) im- 
mediately increases the reserve balances of the borrowing bank, 
while its own cashier’s check must go through the clearing house 
and is not debited to its account at the Federal Reserve bank until 
the following day. 

In practice it is not necessary for the lending bank actually to 
draw a check on the Reserve bank; it may simply ask the Reserve 
bank to debit its account for the amount of the loan and to credit 
that of the borrowing bank. The borrowing bank actually obtains 
for one day a loan of Federal funds, which is repaid when its cash- 
ier’s check for the same amount, plus one day’s interest, is cleared 
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and credited to the account of the lender at the Reserve bank. In 
case a loan of Federal funds is made on Saturday or on the day be- 
fore a holiday, the borrower’s check is not cleared until the second 
day and the loan is actually for two days. 

Short-term Government securities. Closely related to the capi- 
tal market but from the financial standpoint a division of the 
money market, is the market for short-term Government securities. 
These include Treasury bills and Treasury certificates of indebted- 
ness. Both are short-term credit instruments, maturing in one year 
or less. Treasury bills bear no interest and are traded in on a dis- 
count basis, while certificates of indebtedness are interest-bearing 
and are traded in on a price-plus-accrued-interest basis, as are long- 
term bonds. In addition, long-term obligations of the Govern- 
ment, currently having a year or less to mature, have the character- 
istics of short-term credit instruments, and are regarded in the 
money market as in much the same category as Treasury bills and 
certificates. 

Since shortly after the United States entered the First World 
War, the Treasury has regularly issued certificates of indebtedness 
to cover its temporary financial needs, but in normal times the 
amount outstanding has not fluctuated widely from year to year. 
Treasury bills did not become a regular instrument of Treasury 
financing until December, 1929, after an act of June 17, 1929, 
amended the Second Liberty Loan Act to authorize their issuance. 
Treasury bills have since been used more and more extensively to 
supplement the certificates. During the war the volume of bills 
and of certificates outstanding increased very rapidly. 

Both types of Government obligations are offered for public sub- 
scription through the Federal Reserve banks. The certificates bear 
a stipulated rate of interest and are offered at par and accrued inter- 
est, while bills, bearing no interest, are sold on a discount basis to 
the highest bidders. Obviously the fixing of the interest rate on 
the certificates at such a figure as to obtain subscriptions for the 
full amount at the lowest possible cost to the Treasury requires 
very accurate judgment of money market conditions. The bills, 
on the other hand, are a more flexible instrument of financing. By 
offering them for competitive bidding, the Treasury is assured of 
the best terms warranted by the condition of the money market at 
any given time. 

Since Treasury bills and certificates possess in high degree the 
attributes of safety and marketability, they constitute an excellent 
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medium for the investment of short-term funds by banks and other 
financial institutions. In the past the short-term Government se- 
curities market has at times been overshadowed by the collateral 
loan market and even by the acceptance market. However, since 
the depression of the ’thirties, the situation has been reversed. The 
volume of collateral loans and acceptances outstanding declined 
sharply from the peak of 1929, while the amount of short-term 
Government securities greatly increased until the latter market 
came to be by far the most important of the individual money 
markets. 

Commercial paper market. The commercial paper market is the 
oldest of the short-term money markets and the one most indige- 
nous to the United States. It is the market for promissory notes of 
well-known business concerns of high credit standing, usually unse- 
cured and unindorsed. Commercial paper is usually issued in de- 
nominations of $2,500 and multiples thereof, ordinarily matures in 
four to six months, and bears interest at some stipulated rate. 
Usually commercial paper is based solely on the credit of the 
maker; but occasionally such paper is indorsed by a parent or affili- 
ated concern or by an individual of considerable wealth, and some- 
times it is secured by collateral. 

The use of commercial paper is limited for the most part to well- 
established firms engaged in the manufacture or sale of staple com- 
modities and capitalized at $250,000 to $10,000,000. Smaller firms 
are not sufficiently well known for their paper to be widely accept- 
able, and larger concerns have access to the securities market and 
banking connections which make the use of commercial paper un- 
necessary. Unlike trade bills and bankers’ acceptances, commercial 
paper is not drawn to finance a specific sale or transaction. To a 
large extent it is used to provide additional working capital for 
meeting pay rolls, for purchasing materials, and for paying general 
operating expenses during periods of seasonal business activity. It 
is estimated that about 60 per cent of the commercial paper drawn 
is of a seasonal character. Thus it supplements the regular lines 
of credit of the issuers at their banks and often enables them to 
obtain additional funds at lower cost than at the banks. 

Commercial paper is marketed through the so-called commercial 
paper houses, which buy the paper direct from the issuers. There 
were some three dozen firms in the United States handling commer- 
cial paper, along with other types of short-term credit instruments. 
Of these, seven did more than 50 per cent of the business, These 
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firms do not, except in rare instances, indorse the paper they sell, 
but they carefully investigate and constantly check the credit 
standing of the makers, since their own business reputation de- 
pends on the quality of the paper they handle. Their income is de- 
rived from the commission of one-fourth of one per cent charged 
the seller for distributing the paper. Commercial banks, particu- 
larly the country banks, are practically the sole buyers of commer- 
cial paper. 

Although interest rates on commercial paper vary widely with 
changing conditions in the money market, they are usually the 
highest of the open-market rates. During recent years the rate on 
prime paper of four to six months’ maturity has ranged from 6% 
per cent in 1929 to as low as one-half of one per cent m 1939. 
Rates are not uniform, but vary with the credit standing of the 
maker 

From the standpoint of the volume of paper outstanding, the 
commercial paper market is the least important of the individual 
money markets. Furthermore, its importance has declined stead- 
ily since shortly after World War I. According to figures reported 
to the Federal Reserve Bank of New York by about twenty leading 
commercial paper houses, the amount outstanding gradually fell 
from a peak of $1,296,000,000 in January, 1920, to only $60,000,000 
in May, 1933. After the latter date there was some increase as a 
result of the expansion in business activity, and the amount re- 
ported outstanding at the end of December, 1944, was $166,000,000. 

Collateral loan markets. The market for loans secured by stocks 
and bonds, or collateral loans, is the most geographically diversified 
and most loosely organized of the short-term money markets. In 
the broadest sense, this market includes loans, by lenders of all 
kinds to borrowers of all descriptions, secured by stocks and bonds. 
However, in the narrower and more popular sense, the term means 
the market for collateral loans to brokers and dealers in securities, 
either on call or for a comparatively short period of time. It is this 
phase of the collateral loan market in which the characteristics of 
an organized short-term market are most highly developed, and 
with which this chapter is primarily concerned. 

Purposes of collateral loans. Since the great stock market boom 
of 1927-1929, the term collateral loans , or brokers’ loans, has been 
closely associated in the mind of the public with speculation in 
securities. It is true that in periods of speculative activity a large 
portion of the collateral loans outstanding is made to finance specu- 
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iative purchases of securities, but this is only one of the several pur- 
poses for which such loans are contracted. In a study made for the 
sub-committee of the Senate Committee on Banking and Currency 
investigating the operation of the national and Federal Reserve 
banking systems, the chief purposes of collateral loans were sumr 
marized as follows: 

1. Carrying of securities by dealers pending distribution to investors. 

2 Carrying of securities with intention of reselling them at a rise in price, to 
permit payment of loan out of proceeds. 

3 Carrying of securities for long-term investment — borrower expectmg to 
liquidate loan gradually out of mcome. 

4 Carrying of securities for indefinite periods for purpose of corporate con- 
trol, and so forth. 

5 For business, agricultural, and commercial uses. 

6. For consumption purposes 

In addition, it may be noted that banks often obtain from their 
correspondent banks loans which are secured by collateral. 

Borrowers and lenders. It is apparent from the diversity of 
purposes of collateral loans that there is a great variety of borrow- 
ers in the collateral loan market. The group includes not only 
brokers, dealers in securities, investment bankers, and financial 
companies, but also ordinary business concerns as well as private 
individuals. On the other hand, commercial banks are almost the 
only lenders. At times in the past when interest rates were unusu- 
ally high, other lenders than banks placed considerable amounts of 
funds in the collateral loan market; however, during the last few 
years of very low interest rates, particularly since the passage of the 
Banking Act of 1933, these other lenders have disappeared. 

Under these circumstances the regular reports to the Federal and 
State banking authorities by the commercial banks of the United 
States throw considerable light on the amount and nature of the 
collateral loans outstanding from time to time. In the Member 
Bank Call Report issued by the Board of Governors, which in- 
cludes reports of all member banks of the Federal Reserve System 
(owning almost two-thirds of all the banking resources of the 
United States), and in the reports of the Federal Deposit Insur- 
ance Corporation covering over 90 per cent of all commercial banks, 
loans are classified in nine categories: (1) commercial and indus- 
trial loans, including open market paper; (2) loans on agricultural 
commodities covered by purchase agreements of Commodity Credit 
Corporation; (3) other agricultural loans; (4) loans to brokers and 
dealers in securities; (5) other loans for purchasing or carrying 
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securities; (6) real-estate loans ; (7) loans to banks; (8) consumer 
loans to individuals; (9) all other loans. 

Collateral loans to banks. It has long been the custom for banks 
to borrow among themselves to meet temporary demands for funds. 
Since banks often leave securities in the custody of their corre- 
spondents, it is a comparatively simple matter to arrange a loan 
with these securities as collateral. Loans on securities to banks 
differ in one important respect from other classes of security loans 
that is, the collateral consists almost exclusively of bonds, since 
banks may not own stocks except under special circumstances. 
The collateral for other loans, on the contrary, often consists to a 
very large extent of stocks, except on those made for the purpose 
of carrying Government securities. 

The movement of collateral loans to banks is usually from the 
banks in larger financial centers to the banks in smaller communi- 
ties. During periods of seasonal demand for funds the country 
banks customarily borrow from their big city correspondents, and 
at the close of the season, to clear up their obligations to banks, 
they use the funds obtained from the repayment of customers’ 
loans. It is obvious that country banks do not borrow for specula- 
tive purposes, or to any great extent make loans to customers for 
speculative purposes. Hence, this type of collateral loan is gener- 
ally regarded as intended primarily for financing agriculture, indus- 
try, and commerce. Collateral loans to banks represent only a 
comparatively small portion of the total loans on securities, and the 
amount varies principally with the demand for bank credit in the 
interior of the United States. 

Loans to others. Collateral loans by banks to others than 
banks, brokers, and dealers constituted in the past by far the 
greater part of the collateral loans outstanding. From 70 to 85 
per cent of all collateral loans by member banks have been of this 
type. In recent years the percentage decreased considerably, and 
on December 30, 1944, other loans for purchasing or carrying se- 
curities accounted for 48.4 per cent of total member bank collateral 
loans. Nevertheless, the market for loans to others is not an or- 
ganized open market. Each loan is a private transaction between 
the lending bank and the individual borrower, and the terms of the 
loan depend upon the relation between the parties concerned and 
the type of collateral offered. 

Loans in this category may be divided into two broad groups: 
(1) loans for business purposes, and (2) loans for the purpose of 
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carrying securities. Ordinarily business concerns borrowing money 
from banks to cover temporary working capital needs do so under 
a “line of credit” arrangement, which may or may not require col- 
lateral. However, in many cases where the credit standing of the 
borrower is not of the highest, banks ask that some security be 
pledged. Also, there are times when concerns wish to borrow sums 
in excess of their established lines of credit, and collateral is often 
pledged for the extra amount. It is of course impossible to ascer- 
tain exactly what use a business concern makes of funds obtained 
through a collateral loan, but it is fair to assume that by far the 
greater portion is devoted to regular business purposes. 

Brokers’ loans. Although loans to brokers and dealers in securi- 
ties represent but a comparatively small portion of the total col- 
lateral loans in the credit structure of the United States, there is an 
organized open market only for this type of collateral loan, and it 
is only the brokers’ loan market which constitutes an integral part 
of the New York money market. 

The brokers’ loan market deals in two standard types of collateral 
loans: (1) call loans, and (2) time loans. Call loans are made on 
a day-to-day basis with the lender having the privilege of demand- 
ing repayment the next business day after the loan is made. If the 
loan is not called, it is automatically renewed for another day. In 
practice, call loans are often allowed to run for months. Time 
loans, as the term indicates, are made for a specified period of time, 
usually three months, and may not be called during that period, 
provided the borrower maintains adequate collateral. 

It is obvious that lenders cannot safely advance an amount equal 
to the full market value of the securities pledged, since the result of 
even a slight decline in market prices would leave the loan inade- 
quately secured. Consequently it is the established practice to 
require that the market value of the collateral be somewhat greater 
than the amount of the loan, in order to provide a margin of safety 
for the lender. 

The regulations of the New York Stock Exchange have long 
stipulated certain minimum margin requirements to be observed 
by the brokerage firms of its members. However, the entire mat- 
ter of margin requirements was placed, by the Securities Exchange 
Act of 1934, under the supervision of the Board of Governors of the 
Federal Reserve System. 

Loans to cany United States Government securities. During 
the war, whan Government borrowing inereased rapidly, loans made 
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by banks to enable brokers and dealers in government securities to 
carry such obligations on margin assumed at times very large pro- 
portions. As a rule the loans increased shortly before and during 
the war-loan drives and decreased between drives. Beginning 
March 31, 1943, the New York Stock Exchange has been reporting 
monthly separate figures for member-firm borrowings on United 
States Government obligations. 

Securities Exchange Act of 1934. In accordance with this Act, 
the Board of Governors, on September 27, 1934, issued Regulation 
T, governing the extension and maintenance of credit by brokers, 
dealers, and members of national securities exchanges. The Regu- 
lation originally followed the standard laid down in the Act in 
establishing the maximum loan value 1 of a registered security as 
whichever was the higher of : 

(1) 55 per cent of the current market value of the security; or 

(2) 100 per cent of the lowest value of the security computed at the 
lowest market price therefor during the period of 36 calendar 
months immediately prior to the first day of the current month, 
but not more than 75 per cent of the current market value. 

It was provided, however, that until July 1, 1936, the lowest price 
at which the security had sold on or after July 1, 1933, but prior to 
the first day of the current month, should be considered as the low- 
est market price of such security during the preceding 36 calendar 
months. 

This optional plan proved complicated in practice and, in the 
opinion of the Board of Governors, established too high a maximum 
loan value. Since the Board is empowered by the Act to increase 
or lower the margin requirement, a Supplement to Regulation T 
was issued, effective April 1, 1936, which reduced the maximum 
loan value of a security to 45 per cent of its current market value. 
On October 27, 1937, the Board raised the maximum loan value to 
60 per cent, effective November 1, 1937. The maximum loan value 
was reduced to 50 per cent, effective February 5, 1945; to 25 per 
cent, on July 5, 1945; and again to zero, on January 1, 1946. 

There are certain exceptions to this general rule. In the first 
place, a creditor may extend credit on any registered security, in a 
specialist’s account in an amount up to 50 per cent of the current 
market value of such security. 


“‘Maximum loan value” is defined as the maximum amount of credit which at 
any time may be extended on a security by a creditor 
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Second, a participating creditor may extend credit in a special 
account to any dealer for the purpose of financing the distribution 
of an issue of securities at wholesale or retail, or to any group, joint 
account, or syndicate for the purpose of underwriting or distribut- 
ing an issue of securities. 

Third, loans recorded m a special account and used solely to 
finance bona fide arbitrage transactions in securities are exempt 
from the provisions of the Regulation. 

Customers’ short sales must be covered by a margin of 100 per 
cent of the current market price of the securities sold, except that 
the margin required in specialists’ accounts is only 50 per cent. 

A fourth exception is the provision that any member, or group 
of members, of a national securities exchange may, with the ap- 
proval of any regularly constituted committee of the exchange hav- 
ing jurisdiction over the business conduct of its members, make 
loans to meet the emergency needs of any other member or of a 
broker or dealer transacting business through the medium of such 
member. 

The regulations governing collateral loans by brokers and dealers 
exempt certain securities: direct obligations of the United States; 
securities issued or guaranteed by corporations in which the United 
States has a direct or indirect interest; securities which are direct 
obligations of, or obligations guaranteed as to principal or interest 
by, a State, or any municipal corporate instrumentality of one or 
more States; and such other securities as the Securities and Ex- 
change Commission may specify. 

The Board of Governors also issued Regulation U, effective May 
1, 1936, governing certain types of collateral loans made by banks. 
It prohibited any bank from making a loan secured by any stock 
for the purpose of purchasing or carrying any stock registered on a 
national securities exchange in an amount exceeding 45 per cent of 
the current market value of the pledged security. An amendment 
to Regulation U provided that, effective November 1, 1937, the 
maximum loan value of any stock, whether or not registered on a 
national securities exchange, shall be 60 per cent of its current mar- 
ket value, as determined by any reasonable method. This maxi- 
mum loan value is subject to change by the Board, and there are 
certain exceptions to the rule. 

The regulation did not restrict the right of a bank to extend 
credit, whether on securities or otherwise, for any commercial, agri- 
cultural, or industrial purpose or for any other purpose except the 
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purchase or carrying of stocks registered on a national securities 
exchange. It did not apply to any loan outstanding prior to its 
effective date, and eleven special types of loans were exempted from 
the rule. 

It was provided that a stock, if registered on a national securities 
exchange, shall have a special maximum loan value of 75 per cent 
of its current market value in the case of a loan to a broker or 
dealer who is subject to, or complies with, Regulation T, provided 
the hypothecated securities are carried by him for the account of 
his customers other than his partners. 

Lenders and borrowers. Chief among the lenders in the brok- 
ers’ loan market are the large New York City banks, although a con- 
siderable amount is loaned by banks in other cities through the 
agency of their New York correspondents. In the past, particu- 
larly during the stock market boom of 1927-1929, a large amount of 
funds was placed in the market by others than banks. These other 
lenders included chiefly business corporations, investment trusts, 
foreign banks, and private individuals. Most of the loans for 
others were placed through banks, in the same manner as loans for 
out-of-town banks; but some loans were placed directly by the 
lenders with brokers and dealers. 

Past experience has shown that these loans by others constituted 
an extremely unstable and dangerous element not only in the 
money market, but even in the entire credit structure of the United 
States. In the first place, loans of this character were not subject 
to control by the Reserve bank authorities. When in 1928 and 
1929 the Federal Reserve Board endeavored to check the expansion 
of credit for speculative purposes, it was more or less successful in 
preventing further increases in the volume of collateral loans by 
member banks to brokers and dealers, but its efforts were largely 
nullified by the rapid increase in brokers’ loans by others than 
banks. This result was due to the fact that loans for account of 
others involve simply a transfer of deposits from lender to bor- 
rower, without any additional expansion of bank credit, while an 
increase in brokers’ loans by banks does result in an increase in de- 
posits. Since member banks are required to maintain with the 
Reserve banks fixed reserves against deposits, such credit expansion 
is subject to some degree of control by the Federal Reserve authori- 
ties, whereas loans for account of others are not. 

Second, these other lenders proved utterly devoid of any sense of 
responsibility for the maintenance of an orderly money market. 
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Under the stimulus of extraordinarily high interest rates, loans 
placed by the New York reporting banks alone “for account of 
others” reached a peak of $3,941,000,000 on October 9, 1929. As 
the stock market collapsed and security prices declined precipi- 
tously, the other lenders hastened to call their loans, and in the 
course of the next four weeks loans placed “for account of others” 
by the New York reporting member banks alone declined by 
$1,542,000,000. But for the action of the New York banks in re- 
placing these funds by increased loans for their own account, the 
consequences on the stock market might have been disastrous. 

Under these circumstances it is not surprising that measures to 
restrict loans “for account of others” were soon forthcoming. In 
the latter part of 1931 the New York Clearing House Association 
passed a rule prohibiting its members from making collateral loans 
“for account of others.” The Banking Act of 1933 prohibited all 
member banks, in making loans on securities to brokers and dealers, 
from acting as agents for others than banking institutions. 

Finally, the Securities Exchange Act of 1934 provided that brok- 
ers doing business on a national securities exchange may borrow on 
registered securities only from member banks and non-member 
banks which have filed with the Board of Governors of the Federal 
Reserve System an agreement to comply with all the provisions of 
the Act, except as otherwise permitted by the Board. 

The brokers and dealers m securities, who constitute the demand 
element in the market, borrow for two purposes. First, they bor- 
row to finance the margin accounts of their customers. Speculators 
in the stock market often desire to purchase a larger amount of 
securities than they can pay for with their own funds. They are 
able to do this by borrowing a part of the purchase price from 
brokers and pledging as collateral the securities bought. How- 
ever, brokerage houses do not usually have sufficient capital to en- 
able them to advance their own funds to their customers for this 
purpose. Consequently these houses borrow from banks, using the 
customers’ securities as collateral. 

Second, dealers in securities and brokerage houses which engage 
in the secondary distribution of securities often borrow from banks 
to finance the carrying of securities in their own portfolios pending 
distribution to investors. 

In periods of comparatively easy money market conditions, the 
borrowers and lenders have little difficulty in arranging loans di- 
rectly. However, in periods of speculative activity, when the de- 
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mand for collateral loans is relatively large, there is a need for 
special intermediaries. Hence there has resulted the development 
of middlemen, known as money brokers , who for a small commission 
arrange loans for borrowers. In recent years, however, the demand 
for brokers’ loans has been so small, in relation to the amount of 
funds available, that these services have been superfluous. More- 
over, the outlawing of loans for others will undoubtedly militate 
against their becoming an important element in the market in the 
future. Further, special facilities have been created by both the 
New York Stock Exchange and the New York Curb Exchange for 
arranging call loans. Both exchanges operate money desks where 
banks may offer funds on call, either directly or through an ex- 
change member, and where member firms may apply for accommo- 
dation. The exchanges do not handle time loans. 

Rate structure. The rate structure of the brokers’ loan market 
is rather complex. There are actually three different rates applica- 
ble to different types of transactions: (1) the rate on new call loans, 
(2) the renewal rate on call loans, and (3) the rate on time loans. 
There is some lack of uniformity in rates for each of the types of 
transactions. Rates charged by some banks may vary slightly from 
those charged by others, and individual banks often have different 
rates for different borrowers. The rates posted at the New York 
Stock Exchange for new call loans and for renewals are usually 
taken as the open market rates, but these rates are often out of line 
with rates being charged by banks. The rate charged by banks to 
brokers and dealers in government securities is lower than the offi- 
cial call rate. 

Statistics on brokers’ loans. The data, computed and published 
periodically by several agencies, on amounts of security loans to 
brokers and dealers outstanding, together with the regularly pub- 
lished open-market rates, afford the principal basis for observing 
and interpreting developments in the brokers’ loan market. Un- 
fortunately none of the statistical reports includes all the loans in 
the market. 

The most comprehensive report is the Member Bank Call Report 
issued by the Board of Governors for each of the member bank call 
dates, of which there are three or four a year. However, for cur- 
rent use more frequent statistics are desirable. The New York 
Stock Exchange publishes monthly a report of collateral loans con- 
tracted by its members. As indicated on this page, this report 
classified loans according to type of lender: (1) loans from New 
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NEW YORK STOCK EXCHANGE MEMBER TOTAL NET 
BORROWINGS ON COLLATERAL 
(In millions of dollars) 

From Private 
Bankers , Brokers , 

From Foreign Bank 

New York Agencics y and 



Banks and 

Per Cent 

Others m 

Per Cent 


Bate 

Trust Cos . 

of Total 

New York City 

of Total 

Total 

January 1, 1927 . 

. 2,803 6 

85 14 

489 3 

14 86 

3,292 9 

January 1, 1928 . . 

3,8118 

85 99 

621 1 

14 01 

4,432 9 

January 1, 1929 

5,400 8 

83 87 

1,038 9 

16 13 

6,439 7 

January 1, 1930 

. 3,369 7 

84.46 

619 8 

15 54 

3,989 5 

January 1, 1931 

1,694 3 

89 47 

199 3 

10 53 

1,893 6 

January 1, 1932 

454.7 

77.44 

132.5 

22 56 

587.2 

January 1, 1933 
January 1, 1934 

278 9 

80.42 

67 9 

19 58 

346.8 

775 9 

9181 

69 2 

8 19 

815 1 

January 1, 1935 

813.1 

92.37 

67,2 

7 63 

880 3 

January 1, 1936 , 

907.0 

96.65 

314 

3 35 

938.1 

January 1, 1937 . 

. 1,011 4 

96 19 

40 0 

3 81 

1,051 4 

January 1, 1938 . , 

627 9 

95 24 

313 

4 76 

659.2 

January 1, 1939 

675.0 

94.14 

42,0 

5 86 

717 0 

January 1, 1940 

548.0 

92.25 

46 0 

7,75 

594.0 


Source New York Stock Exchange Bulletin 


York banks and trust companies, and (2) loans from private bank- 
ers, brokers, foreign bank agencies, and others in New York City. 
The report also showed the amount of both time and demand loans. 
This series of figures was discontinued, and the Stock Exchange 
reports currently monthly figures for total member-firm borrow- 
ings on United States Government obligations and other collateral. 
At the end of June, 1945, the former amounted to $480,000,000, and 
the latter to $693,000,000. 

The third and most frequent report on brokers’ loans is the 
weekly statement of reporting member banks m 101 leading cities. 
Although this statement includes a smaller number of banks than 
the reports of the Federal Deposit Insurance Corporation and the 
member bank call reports, it contains the loans of the largest banks 
of the country and indicates weekly any changes in the volume of 
funds in the market. The classification of loans in this statement 
is the same as that of the member bank call report described in this 
chapter. 

Questions for Study end Review 

1. What are the components of the New York money market? 

2. What is the principal function of a money market? 

3. Which type of acceptance is sound? 

4. Why did foreign acceptance credits become frozen in Germany? 
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5 What factors caused the sharp decline in the volume of acceptances and 
commercial paper 9 

6 What role do the Federal Reserve banics play m the acceptance market 9 

7 When is the rate for Federal funds higher than the discount rate 9 

8 What can bring about an increase in the volume of brokers’ 'loans 9 

9 What margin requirements were imposed by Regulations T and U of the 
Board of Governors of the Federal Reserve System 9 

10. Why are loans for account of others considered dangerous? 

Problems 

1 Classification of Bankers Acceptances outstanding on: 



April 30, 

January S 1 , 

May SI, 


1929 

mo 

1945 

Imports 

$ 324,090,639 

$100,820,820 

$ 72,000,000 

Exports 

376,864,088 

38,251,405 

9,000,000 

Domestic . 

16,159,905 

7,831,0841 

22,000,000 

Warehouse credits 

99,461,661 

43,022,702/ 

Dollar exchange ... 

Based on goods stored m, or shipped 

45,051,171 

16,356,173 

* 

between, foreign countries 

249,214,018 

22,947,648 

2,000,000 

Total 

* Less than $500,000 

$1,110,841,482 

$229,229,832 

$105,000,000 


(a) Explain the nature and function of each class of acceptance. 

(b) Give reasons for the shrinkage of the amount of each class of accept- 
ance. 

2. John Doe orders the brokerage firm XYZ to buy for his account on the 

New York Stock Exchange 100 shares of American Telephone & Telegraph stock. 

The stock is purchased at $170 per share. 

(a) Does John Doe have to pay the purchase amount m full 9 

(b) Is the broker permitted to extend credit to John Doe 9 If so, what is 
the maximum amount? 

(c) What authority, if any, determines the maximum amount of credit ? 
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CHAPTER 20 


Credit Control in the United States 


Introduction. During the 1930’s, the question of credit control 
assumed great importance in all leading countries of the world. 
The theory was gradually adopted that the central banks, through 
increased power over credit and banking, would be able to prevent 
sharp swings m the business cycle, and to stabilize business as well 
as commodity prices. As a result of that view, a number of laws 
were passed in the United States which materially increased the 
powers of the monetary authorities over banking and credit. The 
most important pieces of legislation of this character were the 
Banking Acts of 1933 and 1935 and the Securities Exchange Act of 
1934. These three acts materially increased the powers of the 
Board of Governors of the Federal Reserve System, and virtually 
converted the Federal Reserve banks into a central banking system. 

During the same period, several laws were passed which materi- 
ally increased the powers of the Treasury and of the President of 
the United States over the money market. The more important of 
these laws were the Silver Purchase Act and the Gold Reserve Act, 
the latter providing for the establishment of the Stabilization Fund 
and giving the President the power further to devalue the dollar, 
which, if used, would further increase the dollar value of gold in the 
hands of the Treasury. In contrast, therefore, to the period prior 
to 1930, when credit control was vested primarily in the Federal 
Reserve banks, the powers of the Treasury over the money market 
were increased during the ’thirties so that the control over the 
money market, as well as over credit in general, was vested both in 
the Board of Governors of the Federal Reserve System and in the 
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Treasury. The powers of the individual Federal Reserve banks, 
however, decreased materially. 

Powers of the Reserve authorities: (1) Security loans. The 
Securities Exchange Act of 1934 granted the Federal Reserve Board 
the power to determine the margins to be required by brokers and 
dealers in extending credit to their customers, and to prescribe mar- 
gin requirements and regulations for loans granted by banks and 
other persons for the purpose of purchasing and carrying securities 
registered on national securities exchanges. This power of the 
Board is of the utmost importance in considering the future trend 
of interest rates. In the past an active stock market was always 
accompanied by an increase m the volume of brokers’ loans. An 
increase m brokers’ loans was closely followed by an increase in the 
call-loan rate, and this m turn affected all other short-term rates. 
Gradually the rise in the short-term interest rates affected the trend 
of long-term interest rates. 

Under the present laws, the Board of Governors is in a position 
to curb the rise in security loans so that the activities of the stock 
market as well as the call-loan market can no longer exercise the 
same influence on interest rates, short-term as well as long-term, as 
they did in the past. 

(2) Powers over legal reserves. The Board of Governors has 
the power to raise or lower reserve requirements within the legal 
limits. Raising of reserve requirements would not only reduce 
excess reserve balances, but would also be an indication that the 
Board was endeavoring to tighten the money market. Lowering of 
reserve requirements would increase excess reserve balances or en- 
able member banks to reduce their borrowings at the Reserve banks. 
At a time when excess reserves were already large, further increase 
in them could have only a psychological effect on the market in that 
it would indicate that the Board of Governors was determined at all 
costs to maintain low interest rates. 

(3) Open market operations. The Federal Open Market Com- 
mittee, composed of all members of the Board and five a'nnually 
elected representatives of the Federal Reserve banks, is in a posi- 
tion to engage in open market operations, that is, to order buying 
and selling of Government securities by the individual Federal Re- 
serve banks. The selling of Government securities by the Federal 
Reserve banks or the nonrenewal of maturing Treasury bills held 
by them would bring about a reduction in reserve balances and 
simultaneously increase the supply of Government obligations to 
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be absorbed by investors. Such an action by the Federal Open 
Market Committee, therefore, would not only reduce excess reserve 
balances or force the member banks to borrow from the Reserve 
banks but would also have an adverse psychological effect, in that 
it would indicate that a change in the policy toward interest rates 
had taken place. It might also have an adverse effect on the Gov- 
ernment bond market, particularly if the large investing institu- 
tions were called upon to absorb the securities offered by the Fed- 
eral Reserve banks. Open market purchases by the Reserve banks 
would have the opposite effect because they would create additional 
excess reserve balances, institute additional demand for Govern- 
ment securities, and indicate that the Board was determined to 
maintain a low level of interest rates. 

The Federal Open Market Committee can also influence the 
Government bond market by ordering the Federal Reserve banks 
to make changes in the various types of their Government securities 
holdings without affecting the total amount of such holdings. In 
periods when the long-term Government bonds show a tendency to 
decline, the buying of long-term bonds and the selling of Treasury 
bills or notes would tend to stabilize prices of long-term obligations. 
Similarly, the selling of long-term bonds and the acquisition of bills 
and notes would prevent the Government bond market from going 
up too rapidly. 

Shifting operations by the Reserve banks are of particular im- 
portance at the present time in view of the changes that have taken 
place in the money market. In previous years, the banks (notably 
the money market banks) readjusted their cash positions primarily 
through the short-term money market. Banks in need of cash 
would ordinarily obtain it either through the calling of call loans or 
through the sale of open market paper. At the present time, how- 
ever, the short-term money market, with the exception of the 
Treasury bill and certificate market, is practically at a standstill. 
Hence, the banks have adopted at various times the policy of read- 
justing their cash position through the long-term Government bond 
market. This was clearly recognized by the Board of Governors of 
the Federal Reserve System when, in its annual report for 1937, it 
stated: “In recent years the bond market has become a much more 
important segment of the open money market, and banks, particu- 
larly money-market banks, to an increasing extent use their bond 
portfolios as a means of adjusting their cash position to meet de- 
mands made upon them. At times when the demands increase. 
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they tend to reduce their bond portfolios, and at times when surplus 
funds are large, they are likely to expand them. Since prices of 
long-term bonds are subject to wider fluctuations than those of 
short-term obligations, the increased importance of bonds as a me- 
dium of investment for idle bank funds makes the maintenance of 
stable conditions in the bond market an important concern of bank- 
ing administration.” During World War II the Reserve au- 
thorities relied primarily on open market operations to create addi- 
tional reserve balances. 

Powers of the Government: (1) j Exchange Stabilization Fund. 
The Treasury, as the sole administrator of the Stabilization Fund, 
has in its possession $1,800,000,000 of gold. The Gold Reserve Act 
of 1934, which created the Exchange Stabilization Fund, stipulated 
in part: “The Secretary of the Treasury with the approval of the 
President — directly or through such agencies as he may designate — 
is authorized, for the account of the fund established in this section, 
to deal in gold and foreign exchange and such other instruments of 
credit and securities as he may deem necessary to carry out the pur- 
pose of this section. 

“The fund shall be available for expenditure, under the direction 
of the Secretary of the Treasury and in his discretion, for any pur- 
pose in connection with carrying out the provisions of this section 
including the investment and reinvestment in direct obligations of 
the United States of any portions of the fund which the Secretary 
of the Treasury, with the approval of the President, may from time 
to time determine are not currently required for stabilizing the ex- 
change value of the dollar.” 1 

Obviously, if the Treasury utilized the gold in the Stabilization 
Fund to buy Government securities, it would increase reserve bal- 
ances. The Treasury can also influence the money market through 
the issuance of silver certificates as well as through the shifting of 
balances from the commercial banks to the Reserve banks, and vice 
versa. 

(2) Thomas Amendment. The Thomas Amendment to the 
Emergency Farm Mortgage Act of May 12, 1933, vested the Presi- 
dent of the United States with broad powers over the money mar- 
ket. Under it the President could instruct the Secretary of the 
Treasury to enter into agreements with the Federal Reserve Board 
and Federal Reserve banks whereby the Board will permit the Re- 
serve banks to agree (1) to conduct throughout specified periods 
1 The Exchange Stabilization Fund expired by limitation on June 80, 1049. 
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open market operations in United States Government direct and 
guaranteed obligations and (2) to purchase directly, and hold in 
portfolio for an agreed period of time, additional Treasury bills or 
other United States Government obligations in an aggregate sum of 
$3,000,000,000. If the Secretary were unable to obtain the consent 
of the Reserve authorities to these operations, or if the operations 
proved to be inadequate, or if for any other reason additional meas- 
ures were required in the judgment of the President, then the Presi- 
dent was authorized to direct the Secretary of the Treasury to 
cause to be issued United States notes up to an aggregate amount 
of $3,000,000,000 to be used for meeting maturing Federal obliga- 
tions and purchasing United States interest-bearing obligations. 
This power of the President was repealed on June 12, 1945. 

The President also had the power further to devalue the dollar to 
50 per cent of its original parity, and such devaluation would have 
given the Treasury an additional profit of over $3,200,000,000 on 
the basis of the gold held in the Treasury on January 31, 1940. 
This power expired June 30, 1943. 

The increased powers of the government over the money market 
were not a development restricted to the United States. In prac- 
tically every country the central bank policies are dominated by the 
treasuries, and it makes no difference whether the central banks are 
privately owned, as the Bank of England; or owned by the member 
banks, as is the case in the United States; or owned jointly by the 
government and the banks, as in Argentina; or owned by the gov- 
ernment, as is the case in Sweden and Canada. 

Managed currency: (1) Definition. Generally speaking, man- 
aged currency means the utilization by a government of its mone- 
tary and fiscal powers for the purpose of influencing business con- 
ditions at home. Under a system of managed currency, money and 
banking, evolved for the purpose of facilitating the exchange of 
goods and services, cease to be merely handmaidens to industry and 
trade, and become instruments for executing economic, fiscal, and 
social policies of the government. Whether this development will 
be for the ultimate good or ill of the countries involved will depend 
not only on the mechanism of management but also upon the skill, 
wisdom, and farsightedness of the money managers. Moreover, 
managed currency, to be effective, requires not only greater control 
by the government and the central bank over the money market, 
but also a closely knit money-market mechanism, a well-coordi- 
nated banking system, and close cooperation among the govern- 
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ment, the central bank, and the banking and other financial institu- 
tions. It also requires a certain degree of cooperation between 
business and the government and between capital and labor. 
Without these prerequisites, the efforts of the government to iron 
out business fluctuations through monetary measures will be of 
little avail. 

Currency management in all countries where practised is exer- 
cised by the treasury and the central bank acting in unison. The 
function of regulating external monetary relations has been trans- 
ferred from the central banks to government bodies created for that 
purpose. These institutions, called Exchange Equalization or Sta- 
bilization Funds, have been established with relatively large re- 
sources derived either from borrowing or from “profits” resulting 
from the revaluation of gold holdings of central banks. These 
“Funds” are administered by the treasuries, directly or indirectly. 
Their purpose is to insulate the domestic credit structure against 
economic and financial developments abroad, and to free the central 
bank from the obligation of using its gold stock and discount policy 
for the protection of the international value of the currency. 

(2) Instruments of managed currency: (a) Interest rates. The 
interest-rate policy of the United States monetary authorities is 
based on the belief that low interest rates are a direct and powerful 
incentive to business activity. Conversely, high interest rates are 
assumed to deter intended business ventures requiring borrowed 
funds. The maintenance of low interest rates has been one of the 
principal features of managed currency in the United States. The 
reason for the low interest-rate policy is presented in the argument 
that if less is paid to owners of capital, more will become available 
for payment of wages and taxes. This policy would tend to in- 
crease production of consumption goods and curtail production of 
capital goods, which result in turn, it is believed, would shorten the 
swings of the business cycle. This is the indirect but the funda- 
mental objective of the low interest-rate policy. In this respect 
the policy has been consistent, despite the temporary efforts to 
contract the volume of excess reserve balances during the second 
half of 1936 and the first half of 1937* The low money rate policy 
was maintained throughout the war, primarily in order to prevent 
a drastic increase in the public debt burden. 

(b) Fiscal policy — The Federal budget. In its broader aspect, 
managed currency embraces also the fiscal policies of the Govern- 
ment. Even orthodox economists h&Ve accepted the theory that 
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in times of general economic depression the Government should 
incur budgetary deficits as a deliberate fiscal policy in order to stim- 
ulate business recovery. It is argued that in a period of business 
recession, when the volume of bank loans and deposits declines, the 
Government should create new purchasing power in the form of 
bank deposits through the sale of bonds to the banks for financing 
its deficit. The increase in bank deposits that took place from 1933 
to July, 1936, was due mainly to the purchase of Government securi- 
ties by the banks. 

As a result of the fiscal policies adopted, the gross direct debt of 
the Federal Government increased to $42,109,751,669 at the end of 
January, 1940, and was expected to rise to $44,457,845,210 by the 
end of June, 1940. During World War II the Federal debt rose 
sharply, reaching $259,115,345,802 on June 30, 1945. On August 
13, 1945 — the date on which Japan accepted the surrender terms of 
the United States, Great Britain, the Union of Soviet Socialist Re- 
publics, and China — the gross public direct and guaranteed debt 
amounted to $263,034,397,117. Interest paid on the public debt 
during the fiscal year ended June 30, 1945, amounted to $3,616,686,- 
048. This debt, although it is staggering, is not beyond the carry- 
ing capacity of the country. There is, however, the danger that 
the Government may in the future again incur huge deficits when- 
ever business conditions turn downward. Such a policy would be 
justified if during periods of business recovery and mounting tax 
revenues the Government were to reduce its debt. Unless this is 
done, the public debt will continue to grow with adverse effects on 
the purchasing power of the dollar. 

(c) Tax policy. In addition to the budgetary polity employed 
by the Government as a means of influencing business conditions, 
certain taxes were introduced which gave the Government consid- 
erable power over business and hence may be regarded as instru- 
ments of managed currency. One of the more important of these 
is the tax for old-age benefit payments provided by the Social Se- 
curity Act. Under this Act, as amended, the Government will, 
during the next few decades, accumulate large amounts in the Fed- 
eral Old-Age and Survivors’ Insurance Trust Fund, which replaced 
the Old-Age Reserve Account. The Old-Age and Survivors’ In- 
surance Trust Fund not only increases the power of the Govern- 
ment over the volume of bank deposits, but also enables the Gov- 
ernment to direct the flow of capital into desired channels. 

The funds aoeumulated in the OW-Age and Survivors’ Insurance 
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Trust Fund can be used for credit-control purposes only when the 
Federal budget has been balanced and the funds obtained from 
social-security taxes are no longer used to meet the Government 
deficits. Up to the present time the excess of social-security reve- 
nues over expenditures has been used to cover the budgetary defi- 
cits. Once the budget has been balanced, however, the Treasury 
will be in a position to utilize the funds accumulated m the Old- 
Age and Survivors’ Insurance Trust Fund for the purpose of credit 
control. It may issue special 3 per cent obligations to the Old-Age 
and Survivors’ Insurance Trust Fund and utilize the proceeds for re- 
tirement of maturing Treasury bills, notes, and bonds, or buy for 
the Account in the open market direct and fully guaranteed Gov- 
ernment obligations whenever they sell to provide an investment 
yield of not less than 3 per cent per annum. The effect of these 
operations would be a reduction in the volume of Government se- 
curities held by the banks and a corresponding decrease in deposits. 
This power of the Treasury will be very useful if a boom should de- 
velop after the war and the Treasury, as well as the Reserve author- 
ities, should decide to check it through reduction of bank deposits 
or the prevention of further expansion of deposits. This would 
be the case particularly during a period of rising bank loans. 

The mandatory investment of the funds of the Account not re- 
quired to meet current withdrawals could also be used to support 
the Government bond market. The net effect of such a develop- 
ment would be a gradual shift in ownership of the Government debt 
from the public, including banks and other financial institutions, to 
the various funds, agencies, and corporations of the Government. 
At the end of April, 1945, Government agencies and trust funds 
held $23,185,000,000 of United States Government direct and fully 
guaranteed securities, or about 10 per cent of the total interest- 
bearing securities. 

The funds in the Old-Age and Survivors’ Insurance Trust Fund 
could also be utilized by the Government for investment purposes 
in order to divert the flow of capital into certain channels. Thus, 
for example, instead of using the funds to reduce the public debt 
held outside the various governmental agencies, the government 
might invest them in low-cost housing, the construction of new 
Government-owned utilities and public works, or for other pur- 
poses In essence, this would enable the Government to use taxes 
for the purpose of increasing its investments in fields hitherto oper- 
ated primarily by private capital. The effect of such a procedure 
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would be that the debt held by the public would remain unchanged 
(unless ordinary budget surpluses make possible a reduction in the 
Government debt) , the debt held by the Old-Age and Survivors’ In- 
surance Trust Fund and the Unemployment Trust Fund would in- 
crease, and the assets held by the Government would increase. If 
these assets were self-supporting, no additional burdens would be 
placed on the taxpayers ; but if these assets were not self-support- 
ing, the interest on the increased amount of Government debt held 
by the Old-Age Trust Fund would have to be met by budgetary 
appropriations. This expense will be particularly burdensome be- 
cause of the huge increase of the public debt during the war. 

(d) Financial agencies of the Government and the flow of capi- 
tal. The establishment in the past few years of a number of new 
financial agencies has also enabled the Government to exercise con- 
siderable influence over the flow of capital. Thus, by organizing 
the Federal Housing Administration, which insures eligible mort- 
gages, the Government has created a demand for mortgages which 
was practically non-existent for some time prior to the commence- 
ment of operations by the Housing Administration. Institutions 
buy these mortgages not because of the value of the underlying 
property, but primarily because, in case of default, these securities 
are convertible into obligations unconditionally guaranteed by the 
Government as to principal and interest. The agencies created by 
the Government to meet short- and long-term financial needs of the 
farmer belong in the same category. Similarly, through the Recon- 
struction Finance Corporation the Government is in a position to 
finance enterprises which may or may not have been able to obtain 
the necessary funds elsewhere and to direct private capital into such 
enterprises by assuming part of the risk. During the war the num- 
ber of special agencies established by the Government grew by leaps 
and bounds. In addition the Government financed the construc- 
tion of numerous plants and other facilities. The post-war utiliza- 
tion of these facilities can and will exercise a powerful influence on 
the future economy of the country. 

(e) Tinkering with the currency — changing the gold content of 
the dollar. The general belief prevails that the mainstay of man- 
aged currency is the power of the Government to vary the gold con- 
tent of the ourrency or its international value in order to influence 
the price level as well as general business conditions. Although 
practically all countries in the world have devalued their currencies, 
the changing of the gold content of a currency has so far played but 
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a minor r61e in currency management. England suspended the 
gold standard not as a deliberate policy intended to help business 
conditions, but because it was forced to do so by the huge with- 
drawals of foreign funds throughout the summer of 1931 The 
only country that devalued the currency as a matter of policy and 
not of expediency, for the express purpose of influencing business 
conditions and to raise the price level, was the United States. 
However, even in the United States the experiment was terminated 
after several months, and the Gold Reserve Act of January 30, 1934, 
confined the gold content of the dollar within definite upper and 
lower limits. The price of $35.00 per ounce of gold established on 
that date has thus far remained unchanged. While the United 
States in the second half of 1933 endeavored to raise the price level 
by the daily downward variation of the gold content of the dollar, 
no country, including the United States, dared to stem the upward 
trend of commodity prices by increasing the gold content of the 
monetary unit. 

It has been argued that the increased production of gold stimu- 
lated by currency devaluation would cause an increase in prices of 
commodities, since in the past an increase in the amount of gold in- 
variably led to such a development. However, those who take this 
view overlook the fact that the situation today is entirely different 
from that of the period which is usually considered in such compari- 
sons, namely, 1900-1914. In the prewar period, whenever new gold 
discoveries were made and the production of gold increased, a con- 
siderable proportion of the yellow metal found its way into central 
banks, where it was used for credit purposes. Very little was heard 
about sterilization of gold at that time. Even though open-market 
operations were engaged in by some of the leading central banks, 
this was done only on rare occasions. 

The decreased importance of gold is indicated by the fact that 
during World War II gold-mining activities were curtailed by di- 
verting manpower and equipment to the extraction of ores needed 
in the production of implements of war. This was done despite the 
rapid growth in bank deposits and currency in circulation through- 
out the world. 

While before 1914 the gold standard operated freely, and funds, 
as well as gold, tended to flow from countries with low rates of in- 
terest to countries where higher rates prevailed, in recent years no 
such flow of capital has taken place. On the contrary, prior to 
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1941, there was a constant flight of capital from all over the world 
to the United States, the country of lowest interest rates, where it 
merely swelled the already large amount of noninterest-earning de- 
posits and increased excess reserve balances. The theory that a 
devaluation of the currency and an increase in the monetary stock 
of gold must have a favorable effect on commodity prices has not 
been upheld, and the variation of the gold content of monetary 
units as an instrument of managed currency is, at least for the time 
being, of very little importance. 

The “100 Per Cent Reserve Plan.” A number of drastic pro- 
posals for the revolutionary reorganization of the banking system 
of the United States have been advanced during recent years, under 
the title of the ‘TOO Per Cent Reserve Plan.” While these pro- 
posals differ very widely among themselves, both as regards broad 
principles and details, their common denominator is a requirement 
that commercial banks maintain a cash reserve of 100 per cent 
against their demand deposits. This cash reserve, in some versions 
of the plan, would consist of Government paper currency; in others, 
of balances with the Federal Reserve banks or some other central 
monetary authority. 

The proposal has been given widest publicity, however, by Pro- 
fessor Irving Fisher’s book, 100 % Money, published in 1935. Sev- 
eral other economists have since written favorably of the scheme, 
but the plan is most widely known and advocated in the form in 
which it was popularized by Professor Fisher. 

Claimed benefits of the plan. Advocates of the “100 Per Cent 
Reserve Plan” in its diverse forms claim a number of advantages for 
their proposals. The more important benefits which, it is alleged, 
will result from the compulsory substitution of a 109 per cent re- 
serve for the present fractional legal reserve requirements for com- 
mercial banks are: 

(1) The Government could determine the volume of bank de- 
posits in the commercial banks of the country, through regulation 
of the amount of available cash the banks would have for the req- 
uisite 100 per cent reserve, or otherwise. At present, the volume 
of commercial bank deposits is determined chiefly by the aggregate 
volume of loans and investments of all the country’s banks, 

(2) Such control over the volume of existing bank deposits, in 
turn, would enable the credit authorities to regulate the level of 
commodity prices and to foster business stability. Proponents of 
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the “100 Per Cent Plan” hold that the available supply of money, 
and particularly of bank deposits, is a determining factor in shap- 
ing the course of business conditions and commodity prices. 
Hence, they argue, the total of bank deposits should be fixed by a 
central Government agency, rather than by the uncontrolled lend- 
ing and investing operations of thousands of individual banks. 

(3) The Government would be relieved of the necessity of pay- 
ing interest on a part of the outstanding national debt, in the most 
popular versions of the plan, since Treasury obligations now held 
by commercial banks would have to be replaced to a large extent 
with currency that would be needed by the banks if they were re- 
quired to keep a 100 per cent reserve against their demand deposits. 

How the “100 Per Cent Reserve Plan ” would he applied. As 
outlined by Professor Fisher, the “100 Per Cent Reserve Plan” 
would be put into effect through making a number of drastic 
changes in the organization of the nation’s banking system. 

Each commercial bank would be divided into separate Checking 
and Savings Banks, or, at least, entirely distinct departments would 
be set up for each purpose. The Checking Bank would have to 
maintain a cash reserve of 100 per cent in currency against its de- 
posits. The Checking Bank or Department could continue to make 
loans to replace those outstanding at the time the plan went into 
effect, under regulations made by the Monetary Authority. The 
Savings or Loan Bank, or Department, on the other hand, would 
receive time deposits against which only a 5 per cent legal reserve 
would be required. It alone would be able to make new loans and 
investments. The volume of new loans and investments would be 
limited to the amount of its own capital funds and savings or time 
deposits. Thus, under the “100 Per Cent Plan” the banks could no 
longer “manufacture” deposits, and their ability to increase loans 
would be determined by the growth of savings deposits. 

The Checking Bank or Department would obtain the currency 
needed to provide a 100 per cent reserve against demand deposits 
from a Currency Commission, which would take over Government 
bonds and other acceptable assets in exchange. This Currency 
Commission, which would determine the volume of bank demand 
deposits through regulating the amount of currency outstanding, 
would thus assume more drastic credit control powers than are en- 
joyed by any authority in a democratic country. The Currency 
Commission, under Professor Fisher’s plan, would then be given the 
expressed functions of stabilizing the commodity price level and 
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ironing out the business cycle, through use of its power to determine 
the volume of existing bank deposits. 

Proponents of the “100 Per Cent Reserve Plan” are firm believers 
in the theory that the volume of bank deposits largely determines 
the level of commodity prices and business activity. Hence, they 
conclude that once the total of bank deposits outstanding is sub- 
jected to centralized Government control, it can be varied m the in- 
terests of price and business stability. 

Under Professor Fisher’s plan, the amount of demand deposits 
would equal the volume of currency held by the Commission less 
the amount of paper money in actual circulation. If depositors in 
a Checking Bank were to withdraw their deposits in cash, it is as- 
sumed that these funds would be redeposited in the banks within 
short order. If redeposited in a Loan Bank or Department, the 
latter would invest or lend them to a borrower who would then de- 
posit the funds in a Checking Bank to make them available for 
ready use. The banks would thus be unable to influence the vol- 
ume of deposits. On the other hand, when the Currency Commis- 
sion wished to expand the amount of outstanding deposits, it would 
do so by purchasing Government and other bonds from the banks 
and others, paying for them with new paper money. When this 
paper money was finally deposited with Checking Banks, a corre- 
sponding expansion of the volume of demand deposits would result. 
If the Currency Commission wished to contract the volume of cur- 
rency in circulation, it could do so through sale of bonds to the 
banks and others. 

The functions of the Currency Commission, in the proposals ad- 
vanced by the University of Chicago group of advocates of the “100 
Per Cent Reserve Plan,” would be assumed by the Federal Reserve 
banks. Since, however, the Reserve banks would first be acquired 
by the Federal Government, which would transform them into a 
National Monetary Authority, the practical effect is the same under 
either plan. 

The above summary is not presented as a complete picture of the 
100 per cent reserve proposal. Such a picture is impossible, for the 
simple reason that advocates of this plan are far from agreement 
among themselves as to the major features, let alone the details, of 
what they propose to do. 

Dejects in the “Plan” All the available evidence indicates that 
the “100 Per Gent Reserve Plan” cannot achieve tlje aim claimed 
by 1 its advocates. In the first place, commodity prices and business 
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activity are profoundly affected by a number of non-monetary fac- 
tors, such as the volume of production in relation to consumption, 
wage rates and other costs, taxes, conditions in foreign markets, the 
political situation at home and abroad, and so forth. During the 
decade of the 1920’s, for example, the volume of bank deposits ex- 
panded steadily, but commodity prices remained relatively stable. 

The Board of Governors of the Federal Reserve System, in a 
statement opposing the enactment of bills that would require it to 
make the stabilization of the price level a primary objective in the 
formulation of its credit policies, described the impossibility of reg- 
ulating the price level through monetary measures as follows: 


There have been times when the amount of money and prices have changed 
together; but usually they have not When they have moved together this may 
have been due to the fact that it takes more money to do the same amount of 
business when prices are high than when they are low. 

Whether prices and the volume of money do or do not move together depends 
on many other conditions, such as weather and the size of harvests, inventions, 
foreign trade, Government spending, taxes, wages, and the general attitude of 
busmess. When people are venturesome and expect good times, they lay in 
supplies and this tends to raise prices When people are discouraged and expect 
things to go badly, they tighten their belts and buy as little as possible The 
demand for goods declines and prices fall. Usually other things have a greater 
influence on prices than has the amount of money. . . . 

The Board of Governors is in complete sympathy with the real purpose of the 
pnce-stabihzmg bills, which is to prevent booms and depressions and have busi- 
ness always on an even keel. But experience has shown that prices do not de- 
pend primarily on the volume or the cost of money; that the Board’s control 
over the volume of money is not and cannot be made complete; and that steady 
average prices, even if obtainable by official action, would not assure lasting 
prosperity. 

Effects of the introduction of the “ 100 Per Cent Reserve Plan.” 
The establishment of a 100 per cent reserve requirement for de- 
mand deposits of banks would effect a complete revolution in the 
conduct of banking. The American public, accustomed to obtain 
a variety of services from the thousands of banks now in operation, 
would have to resign itself to far-reaching changes in the volume 
and nature of these services. 

The “Plan” would also precipitate profound changes in many 
other phases of the nation’s economic system. The lending powers 
of the banks would be severely restricted, and many banks would 
probably be forced out of business. Since the banks would have 
to hold demand deposits in the form of cash or the equivalent, they 
would no longer be in position to render, free of charge, the many 
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valuable services which the American public in general and Ameri- 
can business in particular now take for granted as typical of pres- 
ent-day banking. The highly efficient and convenient checking 
service in particular would be jeopardized, and would have to be 
replaced to a considerable extent by a return to the use of currency. 

Many of the broad economic consequences of the establishment 
of the ‘TOO Per Cent Plan” would be particularly unfortunate. 
The agency that would be responsible for the administration of the 
plan would be given the task of adjusting the volume of currency 
and bank deposits outstanding to stabilize commodity prices and 
business. In doing this, it would at times be called upon to issue 
large additional amounts of paper money, which would undermine 
confidence in the national monetary system. At other times, it 
would have to ration credit and withhold it from many prospective 
borrowers to prevent an expansion in the volume of deposits when 
prices were rising or business was good. A politically appointed 
body vested with these grave responsibilities would be subjected to 
pressure to provide for the expansion of the currency, involving the 
danger of runaway paper money inflation. 

Credit Control in Wartime. Under the impact of the war 
managed currency was broadened into managed economy. The 
demand of the armed forces and the Allies became so great that raw 
materials and manpower had to be allocated by the Government. 
In fact, governmental agencies were established to plan the entire 
output of the country. Since the demand for commodities in many 
instances exceeded the supply, rationing of basic commodities was 
instituted, while certain types of goods were withheld entirely from 
civilian users. In order to prevent a too rapid rise in prices and 
wages, ceilings were imposed on both. 

Modern wars are very expensive and huge sums had to be raised 
by the Government. Taxes were increased to levels unprecedented 
in American history. Still the revenues obtained by the Govern- 
ment from this source amounted to only 41 per cent of total ex- 
penditures. The Treasury, therefore, had to cover the huge deficits 
with loans. The methods adopted by the Treasury had the follow- 
ing objectives: (1) to raise as much money as was necessary at the 
lowest possible rates (in part, this was achieved by increasing ma- 
terially the floating debt through the sale of Treasury bills and cer- 
tificates of indebtedness. The rate on the former was pegged at 
% of 1 per cent, while the rate on the latter was constantly main- 
tained at % of 1 per cent.) ; (2) to syphon off excess purchasing 
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power of the people by inducing them to invest their savings in 
Government obligations. However, in spite of the serious efforts 
made by the Treasury to distribute its securities among ultimate 
investors, it was not wholly successful and large amounts of Gov- 
ernment obligations were absorbed by the commercial banks, re- 
sulting in new deposits, i.e., new purchasing power. 

With the end of hostilities the rigid controls imposed on produc- 
tion, distribution, prices, and wages were gradually relaxed. It is, 
however, evident that a considerable period of time will have to 
elapse before all the war controls can be lifted. 

This does not mean that managed currency as described before 
will come to an end. On the contrary, plans are being made and 
bills have been introduced in Congress to increase the power of the 
Government over the economic activities of the country m peace- 
time. 


Questions for Study and Review 

1. What are the powers over the money market held by: 

(a) The Government? 

(b) The Board of Governors of the Federal Reserve System? 

2. What is meant by the term “managed currency”? 

3. Discuss the various instruments of managed currency m the United States 
Which of these instruments are adapted to qualitative credit control? 

4. State the mam provisions of the “100 Per Cent Reserve Plan ” 

5* What benefits are claimed by the advocates of the “Plan”? 

6. Criticize the “Plan”: 

(a) As to the objectives; 

(b) As to the effects. 
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CHAPTER 21 


Money, Credit, and Prices 


Scope of chapter. The meaning of money and the types of 
money in circulation in the United States have been fully described 
in earlier chapters. The purpose of this chapter is to discuss the 
relationship between money and credit, on the one hand, and prices, 
on the other. 

Perhaps at no time has this question been the subject of so much 
controversy as in recent years, particularly prior to the outbreak of 
World War II. The devaluation of the dollar by the United States 
was based on the assumption that the reduction of the gold content 
of the dollar would result in higher commodity -prices. In other 
words, the Roosevelt Administration endeavored to bring about an 
increase in prices through monetary means. Not only in the 
United States, however, has currency devaluation aroused much in- 
terest; in other countries, too, the relationship between prices and 
the value of money in terms of gold has been the subject of study, 
discussion, and legislation. Similarly, the large spending program 
of the Federal Government and the sharp increase in the volume 
of deposits caused by the sale of bonds to the banks were intended 
to influence commodity prices. This chapter will endeavor to ana- 
lyze the relationship of money and credit to prices. 

Use of money. The use of money is not uniform in the various 
countries of the world. Wherever the checking system is not gen- 
erally in use, there is a relatively large amount of currency (notes 
issued by central banks or Treasury) in circulation. In the Anglo- 
Saxon countries, notably in the United States and Great Britain, 
currency is used only as the small change of the nation, whereas the 
bulk of the transactions involving an amount of over ten or twenty 
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dollars is, as a rule, settled by credit or deposit currency (checks). 
The minor role played by money in the United States and Great 
Britain may be seen from the table below, which shows the amount 
of money in circulation and the total volume of bank deposits. 


MONEY IN CIRCULATION AND BANK DEPOSITS 


United States Great Britain 

(Millions of dollars) (Millions of pounds) 


Year 

Money %n 
Circulation * 

( End of year ) 

Deposits of 
All Banks** 
{End of year ) 

Notes m 
Circulation*** 
{Average of 
weekly figures) 

Deposits of 
London Clear- 
ing Banks 
{Monthly 
average) 

1930 . .. 

4,603 

53.039 

358 6 

1,801 

1933 

5,519 

38,505 

3712 

1,953 

1939 

7,598 

58,344 

65,021 

507 3 

2,248 

1940 

8,732 

574 7 

2,506 

1941. 

11,160 

70,792 

652 2 

2,970 

3,275 

1942 

15,410 

88,478 

808 3 

1943 . . 

20,449 

106,649 

966 3 

3,677 

1944 . 

25,307 

129,204 

1,135 7 

4,153 


♦Money outside the Treasury and Federal Reserve banks The amount of money actually in the 
hands of the public is smaller, for part of it is kept m the tills of the banks 
** Exclusive of interbank deposits 

*** Of the total amount of notes m circulation, an amount equivalent to about 0 per cent of the de- 
posit liabilities of the banks (or roughly between 20 and 25 per cent of notes in circulation) is kept in 
the vaults of the banks and therefore is not m actual circulation 


Actual currency in these two countries is normally used for the 
following purposes: (1) retail trade, (2) wage payments, (3) tourist 
and seasonal expenditures. The volume of currency in circulation 
expands and contracts in accordance with changing conditions in 
these three branches of economic activity. Thus, for example, be- 
fore the Christmas holidays a marked increase in the volume of cur- 
rency in circulation is always found in the United States; similarly, 
in a period of rising prices and of increased employment, the volume 
of currency in circulation increases, as it does also in the summer 
months when the tourist season is at its height. During the war 
other factors such as hoarding, black-market operations, and tax 
avoidance contributed to the sharp increase in the volume of cur- 
rency in circulation. 

Money and member bank balances. The question is often 
asked: How do banks obtain money when there is an increased de- 
mand for currency, and what do banks do with the cash when it 
returns from circulation? As a rule, banks do not keep more 
money in their tills than is actually needed for everyday, normal 
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business requirements. When there is an increased demand for 
money, the banks obtain it from the Federal Reserve banks and pay 
for it by having the accounts which they maintain with the Re- 
serve banks debited. Hence an increase in the volume of currency 
in circulation almost invariably results in a decrease in the volume 
of member bank balances with the Reserve banks, unless this move- 
ment is counteracted by open market operations of the Federal Re- 
serve banks or by other transactions that increase member bank 
balances with the Reserve banks. Vice versa, a return of currency 
from circulation is used by the banks to bolster up their reserve bal- 
ances with the Federal Reserve banks. 

Once this point is clear, it is possible to analyze the effects which 
the issue of paper money put out by the government to meet its 
own needs would have on banks throughout the country and on 
their ability to create deposits either through the granting of loans 
or through the purchase of securities. 

If, for example, the United States Congress were to pass a law 
ordering the Treasury to issue $2,000,000,000 of unsecured paper 
money or money secured either by government securities or by the 
free silver held by the Treasury, this action would have the follow- 
ing effect. The volume of currency in circulation would tempo- 
rarily increase. But sooner or later, because the greater part of 
this currency would find its way into the banks, the result would 
be an increase in the volume of deposits of the commercial banks. 
Since the banks turn over to the Federal Reserve banks the cur- 
rency which they do not need, this would cause an increase in the 
volume of member bank balances with the Reserve banks. How- 
ever, since one dollar of deposits that the member banks have with 
the Reserve banks can theoretically support a deposit liability of 
about five dollars, 1 it follows that the issue of paper money by the 
United States Government results in a corresponding increase in the 
volume of member bank balances, which in turn could be used by 
the banks for the granting of loans or the purchase of securities, and 
thereby create an expansion of deposits. 

This conclusion, of course, is predicated on the assumption that 
the Board of Governors of the Federal Reserve System would not 
exercise its prerogative of changing reserve requirements (which 
it can do under the Banking Act of 1935) and that the reserve re- 
quirements had not been raised to this legal limit, or that the Fed- 
eral Open Market Committee would not decide to order the Reserve 
1 Estimate based on the highest reserve requirements, permitted by law. 
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banks to sell government securities. The full effect of the increase 
m the volume of currency by action of the Federal Government, 
disregarding the psychological element, would be felt, therefore, 
through the increase in the volume of deposits created by the banks. 

Limitation on the issue of paper money. In most countries of 
the world, including the United States, laws have been passed limit' 
ing the issuance of money. 2 In the United States, for example, the 
amount of Federal Reserve notes, the most important single type 
of currency in circulation, is limited by the amount of gold certifi- 
cates held by the Federal Reserve banks. Under the present law, 
Federal Reserve banks must maintain 25 per cent in gold certifi- 
cates against Federal Reserve notes in circulation. Therefore, if 
the volume of Federal Reserve notes in circulation should rise and 
the ratio to gold certificates should fall below the 25 per cent re- 
quired by law, the Federal Reserve banks could not issue any more 
Federal Reserve notes. This restriction is of theoretical impor- 
tance only, however, since the United States has, in addition to 
Federal Reserve notes, silver certificates that could be increased re- 
gardless of the amount of gold certificates held by the Federal Re- 
serve banks. In any event, since the actual amount of currency 
in circulation in the United States is relatively small and an in- 
crease would affect primarily the balances of the member banks 
with the Federal Reserve banks, the movement of prices in the 
United States, if they are at all affected by the issuance of money 
by the Federal Government, would be influenced primarily through 
the increase or decrease in the volume of bank credit. It is, there- 
fore, necessary first to analyze the position of bank deposits or bank 
credit, and then to ascertain its relationship to the price level. 

Deposits. Bank deposits, with the exception of those resulting 
from the issuance of paper money by the government, are created 
by the banks in the following ways. 

(1) Loans. Whenever a bank makes a loan, irrespective of the 
purpose, it causes an increase in deposits; and, vice versa, the re- 
payment of a loan causes a reduction in the volume of bank de- 
posits. 

(2) Investments by banks. The purchase of securities by banks 
from sellers other than banks, irrespective of the type of security, 
causes an increase in the volume of deposits. This effect is due to 


•During the war these restrictions were lifted in most countries while in the USA 
the gold certificate reserve against Federal Reserve notes was lowered from 40 per 
oent to 2$ per cent. 
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the fact that when banks buy securities, they pay for them with 
checks drawn on themselves, which action in turn results in an 
increase in deposits. The following example will illustrate this 
point. 

Assume that Bank A has purchased from X $10,000 of govern- 
ment securities. The bank pays X by giving him an officer’s 
check drawn on itself. X deposits this check with his bank, and 
thus creates a deposit there. Hence, whenever banks increase their 
holdings of securities, the result invariably is an increase in the 
volume of deposits. 

As a matter of fact, the great increase in the volume of bank de- 
posits in the United States during the war years was due almost 
exclusively to the purchase of government securities by the banks. 
The deficit of the United States Government which necessitated 
the sale of obligations was responsible for the great increase in the 
volume of deposits that took place during those years. Ordinarily 
an increase in deposits resulting from loans or investments made 
by the banks tends to press on the balances of the member banks 
with the Reserve banks, since the banks are under obligation to 
maintain a fixed ratio of reserves against their deposits. But this 
was of little importance during 1934-1936, because of excess re- 
serves. During World War II the necessary reserves were supplied 
through open market operations of the Reserve banks. 

There are, however, transactions that not merely cause an in- 
crease in the volume of bank deposits but also, at the same time, 
bring about an increase in the reserve balances of the member banks 
with the Reserve banks. These factors arc (a) an inflow of gold 
from abroad, or sales to the Treasury of domestic, newly mined gold 
and of gold from the arts and industry; (b) a return flow of cur- 
rency from circulation; and (c) the purchase of securities by the 
Federal Reserve banks in the open market. 

An influx of gold into the United States can best be understood 
by tracing through such a transaction. Assume that the Swiss 
franc has gone below the gold export point. This means that those 
wishing to transfer funds to die United States will find it cheaper 
to do so through the shipment of actual gold. Similarly, American 
banks may also find it profitable to exchange their franc balances 
for gold and have it shipped to the United States. In both cases, 
upon the arrival of the gold in the United States, it is sold to the 
Treasury, which pays for it with p check drawn op. itself. The 
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Swiss bank will deposit this check with an American bank, thereby 
creating deposits. The American bank, m turn, will deposit the 
check with the Federal Reserve bank, thereby increasing its bal- 
ance with the Federal Reserve bank. If the gold imports are made 
by the American bank, the sole result will be an increase in its re- 
serve balance. Thus an inflow of gold may create deposits while 
at the same time it creates member bank balances with the Reserve 
banks. 

A similar situation is brought about by a return flow of currency 
from circulation. Let us assume that merchants have, after the 
Christmas holidays, accumulated currency m their tills. They will 
take this money and deposit it with their banks, thereby increasing 
deposits. The banks, then, will turn over the currency to the Fed- 
eral Reserve bank, thereby creating reserve balances. Similarly, 
when the Federal Reserve banks buy government securities and ac- 
ceptances from the public, they pay in checks drawn on themselves. 
These checks are deposited with the banks and become deposits. 
The banks, in turn, by depositing the checks with the Federal Re- 
serve banks, obtain reserve balances. 

Of the various factors that create deposits, only two — deposits 
created by loans, and those created by investments made by the 
banks — fail to increase reserves of the commercial banks. On the 
other hand, deposits arising from an influx of gold, from a return 
flow of currency, from the sale of domestic gold by the public to the 
Treasury, and from security purchases by the Federal Reserve 
banks from the public in the open market not only create deposits 
but also increase member bank balances with the Reserve banks. 

An increase both in commercial bank deposits and in member 
bank reserves takes place when the Treasury spends the gold profit 
derived from the devaluation of the dollar. The actual details are 
as follows: First the Treasury prints gold certificates which are 
turned over to the Reserve banks, thereby increasing Treasury bal- 
ances. As the Treasury spends these balances, they find their way 
into the member banks, thereby creating individual deposits. The 
banks, in turn, deposit with the Reserve banks the checks drawn 
by the Treasury on itself or the Reserve banks, thereby increasing 
member bank reserves. The same result is achieved when the gov- 
ernment issues silver certificates. 

The fact that certain transactions cause an increase not only in 
deposits but also in member bank reserve balances is of considerable 
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importance, and explains why, in spite of the sharp increase in the 
volume of deposits during the period 1934-1939, interest rates con- 
tinued to remain exceptionally low. This result was due to the fact 
that deposits were created, not merely by the buying of government 
securities by the banks, but also because of the influx of gold into 
the United States and the spending of a part of the dollar devalua- 
tion profit through issuance of gold certificates by the Treasury, 
thereby making it possible for the member banks to increase then 
deposits without borrowing from the Reserve banks. 

Prices. Since we have analyzed the factors that cause an in- 
crease or decrease in the volume of money and of deposits, it is now 
possible to turn to the question of the relation between money, 
credit, and prices. From the foregoing discussion it is clear that, if 
prices are affected by monetary policies, the influence will be felt 
through the movement of deposits and not through currency (ac- 
tual money), which in the United States plays only a minor role. 
Commodity prices depend essentially upon the conditions of de- 
mand and supply. This principle has been so well established that 
it needs no further discussion or elaboration. Since, however, the 
volume of deposits coupled with the amount of money in circulation 
represents the purchasing power (the demand side), it is argued 
that, if the volume of commodities available for sale (the supply 
side) remains unchanged while the volume of money and particu- 
larly of deposits increases, the result would be an increase in the 
prices of commodities. (In its more familiar form, this is known 
as the quantity theory of money.) 

In addition to the amount of currency and bank deposits, the 
velocity of the media of exchange must be taken into consideration. 
It is clear that, if the velocity of currency in circulation or of bank 
deposits increases, the same amount of money and credit can sup- 
port a greater number of transactions. Velocity, or the turnover of 
deposits and currency, is therefore equal in importance to the 
amount of media of exchange available. 

Therefore, the theory previously mentioned also maintains that, 
if the volume of commodities and the media of exchange remain 
unchanged, while the velocity increases, there will be an increase in 
prices. This theory is more fully discussed below. 

Quantity theory of money. The quantity theory of money uses 
a mathematical equation to express the relationships that exist 
among the various factors which affect the general price level. The 
equation is derived as follows: 
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Let 


Then 


Now let 


Then 


Thus 


M = 
V = 


M' = 
V' = 
MV + M'V' = 


T = 


P = 
PT = 


PT = 
P = 


number of units of money m circulation 

velocity of M (the number of times the average 

monetary unit changes hands within a given period 

of time, for example, one year) 

number of units of credit in use 

velocity of M' 

total monetary volume of trade, wage payments, and 
other transactions m which money or credit is used as 
a medium of exchange 

total number of units of goods, wages, etc , which are 
exchanged with money or credit as the medium (the 
physical or numerical volume of transactions) 
average price per unit of all such transactions 
total monetary volume of trade, wage payments, and 
other transactions in which money or credit is used 
as a medium of exchange 

Note that MV + M'V' and PT are equal to the same 
thing and are, therefore, equal to each other. 

MV + M'V' 

MV + M'V' 


T 


From the above equation, it is obvious that, other things remain- 
ing unchanged, the level of prices, P, will vary: (1) directly with 
MV-\-M'V', and (2) inversely with T. An increase in the supply 
of money, M, or credit, M', in use, or an increase in the velocity of 
either, will cause a rise in general prices, P, provided all of the 
other factors remain unchanged. Also, an increase in the physical 
or numerical volume of transactions, T, will cause a fall in general 
prices, provided the other factors remain unchanged. 

The above equation is a mathematical truism. It is helpful in 
understanding the relationships among the various factors involved. 
Unfortunately, it is too often accepted as an adequate, or even the 
sole, explanation of these relationships. 

The qualifying clause, “other things remaining unchanged,” 
which is of the utmost importance, is too frequently ignored. In 
actual experience, the “other things” are almost certain not to re- 
main unchanged. All of the factors in the equation are in con- 
tinuous flux. An increase in the supply of money may or may not 
be followed by an increase in the supply of credit, and, if so, there 
may be a long or short lag; it may or may not be accompanied or 
followed by an increase or decrease in velocity. If a rise in prices 
occurs, it may or may not cause or be followed by an increase in the 
physical volume of trade, in hours of employment, in units of se- 
curity sales, and so on. 
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Since changes in any one factor may induce, or at least be ac- 
companied or followed by, changes in one or more other factors, 
any attempt to predict an exact quantitative effect from a given 
change in one or more factors is extremely hazardous. It is enough 
to say, for example, that an increase in the supply of money or 
credit, or in their velocity, will tend to cause a rise in prices, but 
that this tendency may be partially offset, counterbalanced, or 
more than offset by changes in other factors 

Those who attempt to apply the quantity theory in practice 
sometimes make the mistake of assuming that T in the equation 
represents only the sales of commodities and that P refers only to 
the prices of commodities. They then proceed to the conclusion 
that an increase in the supply of money and credit, accompanied 
by the same or a higher velocity, will inevitably cause a rise in 
commodity prices. They forget that money and credit are also 
used to pay for services (as wages, salaries, and professional fees), 
for land and buildings, for rentals, for securities — in fact, for all 
the things which men buy and sell. They do not always realize 
that the entire increased employment of money and credit may be 
in transactions which do not at all involve an exchange of goods, 
and that, consequently, the price level of commodities may remain 
unchanged or may even decline. 

The above principle was illustrated during the period 1927-1929, 
when the volume of bank deposits and their velocity increased 
sharply because of the rapid rise m the volume of brokers' loans, 
but prices, except those of equities, remained practically un- 
changed. The increase in the volume of deposits, coupled with 
the very sharp increase in the velocity of deposits which occurred 
during the period, might have been expected to result in a corre- 
sponding rise in commodity prices. As a matter of fact, however, 
prices of commodities remained stable 

Similarly, during 1934-1939, while the volume of deposits was 
rising sharply because of the huge purchase of government securi- 
ties by the banks and the influx of gold, commodity prices did not 
move accordingly. The increase in prices of commodities that took 
place during the period 1934-1936 was due, rather, to the drought 
and to measures adopted by the Roosevelt Administration. This 
fact is best evidenced by a comparison study of the price move- 
ment of various types of commodities during this period, as shown 
in the table on the following page. 
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COMMODITY WHOLESALE PRICE INDEX 
(1926 = 100) 



Farm Products 

Foods 

Other Commodities 

December, 1933 

... 56 

63 

78 

“ 1935 . 

78 

86 

79 

“ 1936. . 

89 

86 

82 

“ 1937. 

73 

80 

84 

“ 1938 . 

68 

73 

80 

“ 1939 

68 

72 

84 


On the other hand, the large volume of deposits undoubtedly had 
its effect on equities, while the large excess reserve balances and 
resultant low interest rates caused a sharp increase in prices of 
gilt-edge bonds. 

Regulation of prices through the manipulation of credit. There 
has developed a belief that the commodity price level can be con- 
trolled through the manipulation of credit. The notion still per- 
sists that in a period of declining prices, if the volume of credit 
were to be increased materially, it not merely would stop the de- 
cline of prices but also would bring about a reversal in the trend. 
Based on this theory, the demand has been made that the central 
banks regulate the volume of credit in such a manner as to main- 
tain the stability of the price level. It is highly doubtful whether 
central banks are in a position to regulate the volume of credit and 
currency in such a manner as to influence the level of prices, be- 
cause, as indicated before, the prices of individual commodities are 
the result of a number of miscellaneous factors that affect each 
commodity but not other commodities. 

Yet, in spite of the severe criticism to which the practical con- 
clusions drawn from the quantity theory of money have been sub- 
jected, several attempts have been made during the past decade 
to control prices through credit management. For example, in 
the United States the Federal Reserve banks early in 1932 en- 
gaged in large open market operations with a view to causing an 
increase in member bank balances with the Reserve banks and, 
through this, inducing banks to increase the volume of their loans. 
In 1933 this experiment was repeated until the volume of surplus 
balances of tire member banks with the Reserve banks was very 
large. The theory in baok of these open market operations was 
that an increase in surplus balances with the consequent reduction 
in interest rates would, on the one hand, induce the banks to adopt 
a more liberal credit policy and would, on the other hand, induce 
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industrialists and merchants to borrow more freely. But commer- 
cial loans did not increase; on tne contrary, they decreased. 

Experience during World War II has shown that price control 
in periods of war, when the expenditures of the government are 
very large and when a considerable portion of the productive 
capacity of the country is devoted to the war effort, can be effec- 
tively exercised only by the adoption of direct measures such as 
rationing, price and wage ceilings, and allocation of materials, 
manpower, and transportation. Credit measures alone could have 
very little, if any, influence on the movement of commodity prices 
when a huge amount of purchasing power at the disposal of the 
people coincides with a great scarcity of commodities. 

Gold and commodity prices. It has often been stated that a 
change in the gold content of the currency will affect commodity 
prices. The United States, on the basis of this theory, abandoned 
the gold standard early in 1933, and later reduced the gold content 
of the dollar. The idea that there is a definite relationship be- 
tween prices of commodities and the gold content of the currency 
is, briefly stated, as follows. 

So long as a currency is on the gold standard, prices expressed in 
terms of the currency are actually expressed m terms of gold. If, 
therefore, the value of gold expressed in terms of paper currency 
should be increased, prices of commodities in terms of paper money 
would show a corresponding rise. If, for example, one bushel of 
wheat m the United States sells for one dollar under a fixed gold 
standard, the wheat is worth one gold dollar or 0.04838 ounces of 
fine gold (at the old parity). If, however, the price of gold is 
doubled — that is, 0.04838 ounces of fine gold exchange for two dol- 
lars — then a bushel of wheat on the basis of this theory ought to 
sell for two dollars. The devaluation of the dollar in the United 
States was thus based on the belief that it would raise prices, speed 
up business recovery, and, above all, help the debtor class. 

An analysis of this theory, however, will show that such is not 
the case. A mere devaluation of the currency does not in itself 
increase the purchasing power of the people. Devaluation alone 
— disregarding the temporary element of speculation, which usually 
follows such an act — does not increase the demand for commodi- 
ties, nor does it tend to decrease their supply. The act of devalua- 
tion by the United States Government did not effect an increase 
in salaries and wages. The only people who profited were the 
owners of gold mines and those having funds abroad. Theoreti- 
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cally, in a country whose foreign trade is small and where the quan- 
tity of commodities imported and exported plays only a minor role 
in the national economy, the devaluation of the currency would 
hardly, if at all, affect the price level. This theoretical case may 
be applied to the United States, because this country is less depend- 
ent on foreign trade than is any other large industrial nation. 

On the other hand, it cannot be denied that the devaluation of 
the currency of one country alone, all others remaining at their old 
parity, would affect prices of commodities imported from abroad. 
For example, if France were to devalue the franc from 50 francs 
per dollar to 100 francs per dollar, it is obvious that a French im- 
porter would have to pay in the United States twice as much for 
cotton in terms of francs as he did prior to the devaluation. Simi- 
larly, commodities internationally traded in would be affected by 
the devaluation of the currency. If, for example, Australia were 
to devalue its currency by 50 per cent, it is not unlikely that the 
price of Australian wheat, which is determined to a large extent in 
the Liverpool market, would rise correspondingly in terms of Aus- 
tralian money. 

COMMODITY PRICES IN GREAT BRITAIN, 1930-1935 

Wholesale Commodity Cost of Living Index 
Price Index ( Ministry of Labor 

( Economist , July, 

1913 - 100) 1914 = 100) 


1930 106.8 167.8 

1931* 89.3 147.6 

1932 86.1 143.6 

1933 86.9 139.7 

1934 90.3 141.2 

1936 94.3 142.7 


* Gold standard abandoned. 

On the other hand, when a group of countries devalue their cur- 
rencies at the same time and by about the same percentages, the 
effect of this devaluation on commodities, even those entering into 
the foreign trade of the respective countries, is negligible. This 
fact was proved in 1931, when the abandonment of the gold stand- 
ard by Great Britain and the depreciation of the pound sterling 
were accompanied by similar acts on the part of other countries 
with which Great Britain transacts the greater part of its foreign 
trade. 

That currency depreciation alone need not affect commodity 
prices, as is generally believed, can be seen from the table above, 
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which shows prices in Great Britain prior to and after the deprecia- 
tion of its currency. 

The relatively small increase in prices that did take place was 
occasioned chiefly by the increased demand caused by improved 
business conditions. The price level in the United States is not a 
good example of the effects of currency depreciation, for in this 
country, the measures taken by the Federal Government, as well 
as the huge spending program of the administration, had in all 
probability a greater influence on commodity prices than did the 
devaluation of the dollar. 

Regulation of prices through changes in the gold content of the 
dollar. The possibility of controlling the price level through 
changes in the gold content of the dollar has been before the public 
for some time. Professor Irving Fisher has for long advocated the 
idea that prices could be controlled through changes in the gold 
content of the dollar by adopting the so-called “compensated 
dollar.” 

Briefly stated, this theory is as follows: If prices tend to rise, this 
tendency can be counteracted by increasing the gold content of the 
dollar; on the other hand, if prices tend to decline, a lowering in 
the gold content of the dollar would bring the downward move- 
ment to an end. As indicated before, the effects of the devaluation 
of the currency on commodity prices, particularly in a country 
whose national economy does not depend to any large extent upon 
foreign trade, are relatively small. An increase or decrease in the 
gold content of the dollar would not increase or decrease the pur- 
chasing power of the people. It might, of course, influence the 
prices of certain commodities internationally traded. 

Aside from this, the adoption of the compensated dollar would 
cause a great deal of political friction. The aim of the compen- 
sated dollar would be to stabilize an index number of wholesale 
prices. As is well known, however, the index number is based on 
a large number of individual commodities. For example, if there 
is a drought in the wheat regions, prices of wheat will rise, but if, 
at the same time, there should be an abundant cotton crop, cotton 
prices would fall. The decline in the price of cotton then might 
be exactly offset by the rise in the price of wheat, and the index 
number would remain stable. However, cotton farmers, being con- 
fronted with the decline in the price of their commodity, would 
demand that the gold content of the dollar be lowered in order to 
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raise the price of their commodity. On the other hand, millers and 
consumers of wheat might argue that a rise in the price of wheat 
would necessitate an increase in the gold content of the dollar, in 
order to bring the price of wheat back to its old level. 

The theory of changing the gold content of the currency in order 
to manipulate the price level has become during the past decade 
more commonly known as “management of the currency.” It has 
often been stated that the economic recovery of some of the coun- 
tries of the sterling bloc was due to the fact that they had adopted 
a managed currency. However, a careful analysis of the situation 
of the various countries proves that this is not the case. 

For example, Sweden, which is usually pointed out as an exam- 
ple of a country which has made remarkable economic recovery 
through the adoption of a managed currency system, has main- 
tained the krona pegged to the pound sterling, and throughout the 
three years 1934-1936 the krona varied only slightly in its relation 
to the pound sterling. Since the pound is the most important cur- 
rency so far as Sweden is concerned, it is obviously incorrect to 
state that Sweden has adopted a managed currency system. Oil 
the other hand, it is true that Sweden, as well as the United States, 
has for some time had a managed Credit system in which the cen- 
tral banks in each country have at times endeavored through open 
market operations to counteract the outflow of gold. During 
World War II, when commodity prices rose sharply, no country 
decreased the price of gold in order to check the upward price move- 
ment. With the exception of the United States for a short period 
in 1933, no country has, thus far, applied practically the theory that 
commodity prices can be influenced immediately through the varia- 
tion in the gold content of the currency. 

Inflation and commodity prices. Under ordinary circumstances 
an increase in the volume and/or velocity of credit or of currency 
in circulation is not likely to affect materially the prices of com- 
modities. When, however, the currency or the credit structure of 
a country is abused, confidence in the financial stability of the 
country is undermined, and this situation leads to a scramble for 
commodities and equities in exchange for bank deposits, with the 
unavoidable result of rapidly rising prices. Whenever the supply 
and/or velocity of currency and credit increase at a much greater 
rate than the supply of commodities, the resulting condition is 
called “inflation.” 
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A study of inflation may be divided into discussions of currency 
inflation and credit inflation, together with their effects on com- 
modity and security prices. 

Currency inflation. Currency inflation took place in most Euro- 
pean countries during and shortly after World War I. The most 
notorious cases were those of Germany and Russia, where the vol- 
ume of money in circulation increased so rapidly that it practically 
lost its value. Currency inflation usually occurs in periods of great 
economic and political stress, and usually follows some such major 
catastrophe as a war or revolution. In the past, currency inflation 
took place primarily in countries where the checking system was 
not well developed and where currency formed the principal me- 
dium of exchange. The same phenomenon was witnessed in a 
number of belligerent countries during World War II, notably in 
Greece and in China. 

The process of currency inflation may briefly be described as fol- 
lows: The government, not having sufficient revenues with which 
to pay its expenses, has recourse to borrowing from the central 
bank. This borrowing usually takes the form of printing treasury 
bills or government bonds which are discounted with the central 
bank in return for currency. The amount of currency in circula- 
tion under these circumstances, therefore, is determined not by the 
requirements of business but rather by the needs of the govern- 
ment. As the volume of currency in circulation increases, the peo- 
ple hold increasing amounts of it until they begin to realize that 
the government is financing itself through the aid of the printing 
press. Then they lose confidence in the currency, with the result 
that a flight from the currency ensues, into commodities, equities, 
or real estate, or into all three. Hence the increase in the volume 
of currency is accompanied by a sharp increase in currency ve- 
locity. 

If the country were on the gold standard or on the gold exchange 
standard and its currency fixed in relation to other currencies, prices 
could not rise materially because, as soon as they had gone above 
the world price level, an influx of commodities from abroad would 
take place. This, in turn, would tend not merely to check a further 
rise in prices at home but also to diminish industrial activity, 
thereby creating unemployment and reducing the demand for com- 
modities. In addition, the payment for imports would reduce the 
gold and foreign exchange holdings of the central bank, and thus 
ferae a contraction of the currency. Thie, of course, does not apply 
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in wartime, when the shortage of commodities and of shipping 
facilities leads to a contraction of imports. 

However, history shows that governments have usually resorted 
to the issuance of paper money on a large scale when their cur- 
rencies were off the gold standard and fluctuating in the world’s 
markets. The larger the issue of paper money by a government, 
the greater will be the lack of confidence in the currency and the 
tendency of the people to exchange their own paper money into 
foreign currencies — a tendency that further depresses the value of 
the local currencies in terms of gold or in terms of the other ex- 
changes. Currency inflation is therefore, as a rule, accompanied 
by exchange depreciation, and both together exercise their influence 
on the price level. 

Once a government begins to resort on a large scale to the print- 
ing press, and its exchange becomes subject to fluctuation, that 
country finds itself in a vicious circle which may be described as 
follows: The increase in the volume of paper money is accompanied 
by a decline in the external value of the currency and by a rise in 
prices. The greater the rise in prices, the greater will be the ex- 
penditures of the government; but the larger the expenditures, the 
greater the deficit. In cases where extreme currency inflation took 
place, as in a number of continental European countries shortly 
after the two World Wars, the increase in the volume of currency 
in circulation was usually accompanied by an increase in velocity 
and by a corresponding rise in prices of commodities and equities. 

Credit inflation. In contrast to currency inflation, which takes 
place only after a great catastrophe, credit inflation is a common 
occurrence. Credit inflation differs from currency inflation in that 
it is not the volume of currency but rather the volume of bank 
deposits which increases. Credit inflation may take place either 
because the government is paying mounting deficits by borrowing 
from the banks, or because of an increase in the volume and velocity 
of deposits for speculative purposes. 

In the United States, within the past three decades credit infla- 
tion has several times developed as a result of the needs of the Fed- 
eral Government: (1) during and shortly after World War I; (2) 
after 1932, when the deficit of the government resulted in a large 
increase in the volume of deposits; and (3) during World War II, 
when the deficits of the Government reached staggering amounts. 
The credit inflation which took place during the 1927-1929 period 
was caused by the great increase in brokers’ loans. 
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A comparison of the various periods of credit inflation (that dur- 
ing and shortly after World War I and II, that during 1927-1929, 
and that after 1932) shows certain similarities and certain differ- 
ences. During World War I, the inflation was marked by an in- 
crease in prices of commodities, equities, and real estate. The 
inflation of 1927-1929 was marked by a sharp rise in security prices 
while the prices of commodities and of real estate remained prac- 
tically stable. The credit inflation that followed 1932 was marked 
by a substantial rise in security prices, by a much smaller rise in 
prices of commodities, and by abnormally low rates of interest. 
During World War II the Government endeavored to prevent 
price rises by the introduction of rationing of commodities and 
imposition of price and wage ceilings. Prices of equities were kept 
down by high corporate taxes. 

The reason for the sharp rise in commodity prices during 1917- 
1920 was that the demand for commodities at home and abroad as 
a result of the war was very large. Unemployment was practically 
unknown, money wages were high, and therefore the ability of the 
people to buy was great. Hence, the rise in prices, while partly the 
result of the credit inflation, was caused to a very considerable ex- 
tent by the actual demand for commodities for war purposes and 
partly by the decreased production of ordinary consumption goods 
in the belligerent countries. 

During 1927-1929, on the other hand, the demand for credit came 
exclusively from the buyers of securities. Consequently the large 
volume of deposits which was created because of the increase in 
brokers’ loans had but little effect on commodity and real estate 
prices. While it cannot be denied that the increase in industrial 
activity caused by the new deposits, whioh were used partly for the 
purchase of new corporate securities, generated consumer purchas- 
ing power, yet its influence on commodity prices was only negative : 
it tended to prevent prices of commodities from declining. The 
period of 1927-1929 offered a good opportunity to test the quantity 
theory, for not only did the volume of deposits rise but also their 
velocity increased very sharply. Yet prices of commodities re- 
mained practically stable. The newly created purchasing power 
was effective only in the stock market and in real estate. 

The credit inflation following 1932 was, as stated before, caused 
primarily by the requirements of the Federal Government, which 
through the sale of bonds to the banks created a large volume of 
deposits. This increase in the volume of deposits was not aecom- 
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panied by a corresponding increase in commodity prices, even 
though it also coincided with the depreciation of the dollar. The 
rise m prices that did take place was caused primarily by the 
drought and by measures undertaken by the Administration. The 
increase in commodity prices during World War II was much 
less pronounced than during and shortly after the last war. The 
rise in prices was due partly to the large increase in the amount of 
purchasing power in the hands of the people, and partly to the 
reduction in the supply of commodities available for consumption. 

The movement of commodity prices during the inflationary pe- 
riods, 1917-1920, 1927-1929, after 1932, and during World War II, 
clearly indicates that commodity prices are determined by demand 
and supply, while the amount of credit outstanding or the velocity 
of the credit may contribute little to the price movement, except 
where the vicious circle of inflation is already in existence. 

A further analysis of the four inflationary periods in the United 
States during the past three decades reveals additional differences, 
particularly in regard to interest rates. During the inflationary 
period 1917-1920, as well as during the period 1927-1929, the in- 
crease in the volume of credit was accompanied by a sharp rise in 
interest rates. This effect was natural, for the increase in the vol- 
ume of deposits made it necessary for the banks to maintain larger 
reserves with the Reserve banks. However, the Reserve bank au- 
thorities, in order to curb speculation, sold government securities 
previously acquired by the Reserve banks, and this action reduced 
the reserve balances of the member banks. But, in order to keep 
the balances at the ratio required by law, the member banks were 
forced to borrow from the Reserve banks, which action, in turn, 
tended to cause a rise in interest rates, particularly after the Re- 
serve banks raised their discount rates. 

During the period that followed 1932, and during World War II, 
however, in spite of the tremendous increase in the volume of de- 
posits, interest rates not only remained low but tended to decline. 
This result was due to the fact that member banks were in a posi- 
tion to build up huge excess reserve balances, brought about by the 
inflow of gold and by the operations of the Treasury, which, 
through the utilisation of part of the profit obtained from the 
devaluation of the dollar and through the issuance of silver certifi- 
cates, was in a position to raise reserve balances. The large pur- 
chases of government securities by the Reserve banks during 1932- 
1933 also contributed to the growth of the excess reserves, as did 
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the return flow of hoarded money. Furthermore, since the increase 
in deposits was chiefly the result of the sale of government securi- 
ties to the banks, and since the government was confronted with a 
large deficit, it was to its advantage to maintain low rates of inter- 
est. Hence, in spite of the fact that member banks had danger- 
ously huge balances with the Reserve banks, the latter did not sell 
even part of their government securities. During World War II 
the open market purchases by the reserve banks provided the 
member banks with the necessary reserves and thus kept member 
bank borrowing from Reserve banks at a very low level. 


Questions for Study and Review 

1. Compare the relative importance of money and deposit currency m the 
United States, m Great Britain, and m continental Europe. 

2. Explain how an issuance of government paper money will affect (a) the 
deposits; (b) the reserve position of commercial banks. 

3. How will each of the following factors affect (a) the deposits and (b) the 
reserve position of commercial banks* 

(1) Increase m loans by commercial banks, 

(2) Increase in investments by commercial banks, 

(3) Importation of gold, 

(4) Return flow of currency from circulation, 

(5) Purchase of securities by Federal Reserve banks, 

(6) Increase in loans by Federal Reserve banks to member banks? 

4. (a) State and explain the quantity theory of money, (b) Show how this 
theory is misunderstood or misapplied. 

5. State whether you believe prices can be controlled by each of the following 
methods, and give reasons for your belief : 

(a) Manipulation of credit, 

(b) Change in the weight of the gold dollar. 

6 Explain how the level of commodity prices may be affected (a) by cur- 
rency inflation; (b) by credit inflation. 

Problems 

1 Prepare from the Federal Reserve Bulletins a table showing: (1) total bank 
deposits m the United States, exclusive of interbank deposits, as of the various 
call dates from 1928 to 1939; (2) United States wholesale price index for (a) 
all commodities, (b) farm products, (c) foods, and (d) cost of living index for 
the month of the call dates. What is the relationship, if any, between total bank 
deposits and each of the above indices? 

2. Prepare a table from the Monthly Bulletin of Statistics of the League of 
Nations showing the monthly average quotation of the dollar in Pans for the 
years 1933, 1934, and 1935, and, from the Federal Reserve Bulletins, the United 
States average wholesale commodity pnce and cost of living indices (listed in 
Problem 1) for the same period. What is the relationship, i£ any, between the 
depreciation of the dollar and these price indices? 
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CHAPTER 22 


Foreign Exchange 


Meaning. The term “foreign exchange” may be broadly defined 
as foreign currency and money claims expressed in the units of ac- 
count of another country. Thus, a note of the Bank of France 
(bank note) is money in France but is foreign exchange in the 
United States. Foreign exchange is a commodity, the price or 
“rate of exchange” of which fluctuates in accordance with demand 
and supply. 

In the case of currencies on the gold standard, the price range is 
fixed by the “gold points.” The mutual interchangeability of the 
gold standard currencies at rates limited by the “gold points” is due 
to the fact that each currency unit is exchangeable for a certain 
quantity of gold of a certain fineness as defined by law. For exam- 
ple, since the passage of the Gold Reserve Act of January 30, 1934, 
the United States dollar contains 15 5/21 grains of gold 9/10 fine. 
The French franc, on the other hand, by the law of June 25, 1928, 
had a content of 1.01081565 grains of gold 9/10 fine. Hence the 
equivalent or the exchange (mint) parity of the French franc in 
terms of dollars was 6.6335 cents at that time. 

Ordinarily, and so long as the respective countries adhered to the 
gold standard and permitted free exportation of gold, the value of 
the franc in terms of dollars could fluctuate only within a range of 
10 points (1/10 of l<j>). When the French franc was sold in New 
York at 6.59 cents, it became profitable to import gold from France 
to the United States. On the other hand, when the French franc 
was selling at 6.69 cents, it became profitable to ship gold from the 
United States to France. The point at which it becomes profitable 
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to ship gold from the United States is called the gold export point, 
and the point at which it becomes profitable to import gold into the 
United States is called the gold import point. The gold points are 
determined by the cost of shipping gold. This cost is composed of 
the following factors: (a) packing and cartage to and from ter- 
minals or piers; (b) transportation by land, water, or air; (c) in- 
surance; (d) loss of interest while gold is in transit. The follow- 
ing example shows the calculation of the gold points of the French 
franc m relation to the dollar under conditions m existence in 1938: 


Cost 

Plus 


COST OF SHIPPING GOLD FROM PARIS TO NEW YORK 
VIA CHERBOURG 


888 6677 Kilos at Fes. 16,963 528 
Packing m Paris (4 bars per box) 

(Fes. 15 per box) 
Trucking m Paris 

Railway expenses (Paris to Cherbourg) 
Loading charges at steamer 
Convoy expenses ... 

Miscellaneous 
Ocean Freight X A% - 


Fes 15,074,939.41 
270 

200 

2*000 

90 

2,400 

200 

37,687.35 


Fes 15,117,786.7 6 

$1,000,000 

$ 40 

10 

28.60 
2,500 
450 

3,028 60 

$996,971.40 

$996,971.40 15,117,786.76 equals 6.59469151 cents per franc, which is the 

import point without interest and possible weight 
loss. 


888 6677 Kilos at $1,125.28. . . 
Less Cartage 
Customs 
Melting charge 
A% Assay Commission 
Insurance . . . 


Cost 

Plus 


COST OF SHIPPING GOLD FROM NEW YORK TO PARIS 


VIA CHERBOURG 

888 6677 Kilos at $1,125 28 $1,000,000 

Assay Office commission 2,500 

Packing 42 

Cartage 40 

Customs entity , . . 10 

Ocean freight 2,500 

Insurance ..... 450 


Less 


888.6677 Kilos at Fes. 16,919,084* 

Railway expense (Cherbourg to Pans) . . . . Fes. 2,000 

Unloading charge at steamer 60 

Customs d ut y 226.50 

Trucking in F&H8 200 

Assay— }4% 


$1,005*542 
Fes. 15,085,443.46 
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COST OF SHIPPING GOLD FROM NEW YORK TO PARIS 
VIA CHERBOURG (Continued) 


Convoy expense 2,400 

Miscellaneous 228 


6,994.50 
Fes. 15,028,448.96 

$1,005,542 15,028,448 96 equals 6.69092334 cents per franc, which is the ex- 

port point without interest and possible weight loss. 

* Net pnee after deduction of coinage charges 

The reason why the cost of shipping gold determines the extent 
to which the exchange of a country on the gold standard can fluc- 
tuate will become apparent from the following example: If the 
French franc in New York were sold at 6.71 cents, American banks 
would calculate whether, through the shipment of gold to France 
and its sale to the Bank of France, they could not acquire francs 
at a lower price than that quoted in New York for French funds 
(bills of exchange, cable transfers, etc.). If a bank found that 
through the shipment of gold it could actually obtain francs in 
Paris at 6.69 cents per franc, it would ship gold. By depositing the 
gold with the Bank of France it received an amount of francs based 
on the fixed price of one franc per 1.01081565 grains of gold 9/10 
fine, less coinage and assay charges. This was due to the fact that 
the Bank of France was by law under obligation to buy gold at the 
above price less a charge to the seller for cost of coinage at the rate 
charged by the Paris mint. The cost of assay must also be borne 
by the seller. 1 

Movement of exchanges. Since each currency on the gold 
standard represents a certain quantity of gold, the question often 
arises, Why should such currencies deviate from their exchange 
parities at all? As stated at the beginning, foreign currencies are 
treated as commodities, and the fluctuations of their exchange rates 
are guided by the same factors — namely, demand and supply. The 
only difference between a currency on the gold standard and any 
other commodity, such as coal, lies in the fact that the fluctuation 
of the currency is limited within a narrow range. 

The demand and supply of a foreign currency depend upon the 
temporary balance-of-payments position of a country. If, for 
example, A in the United States has shipped $100,000 worth of 
Inerchandise to France, the French importer will be under obliga- 

‘With the outbreak of World War ZZ the free taevefeekt of laid wee euapeaded 
he preetlaelly ell eeuatriee* 
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tion to go to his bank and buy $100,000, for which he would have 
to pay at the 1928 par 1,507,500 francs. 2 Assuming that at the 
same time an American importer has bought merchandise in France 
for 1,000,000 francs, he will be under obligation to go to his bank 
and buy 1,000,000 francs, for which he would have to pay, at par, 
$66,335. If no other transactions take place, there will be a de- 
mand for 1,000,000 francs and a supply of 1,507,500 francs, or a 
demand for $100,000 and a supply of only $66,335, which situation 
may cause a slight fractional decline of the franc in terms of the 
dollar. 

The balance of payments. The demand and supply of foreign 
exchange m a given country depend, as stated above, on the coun- 
try’s balance of payments, which comprises the total receipts of a 
country from foreign countries and the total payments it makes 
abroad. If, for example, all the payments to be made to the United 
States during a given year amount to 2.5 billion dollars, while the 
total payments which the United States has to make abroad 
amount to 2.4 billion dollars, the demand for dollars in the world’s 
markets will exceed the supply. This in turn would cause the ex- 
change rate of the dollar to rise above its parity, leading to ship- 
ments of gold to the United States, unless of course the recipients 
of these funds or other owners of dollars are willing to lend dollars 
abroad, thus satisfying the demand for dollars. 

The items that enter into the balance of payments of a country 
may be classified as follows: 

(1) Foreign trade. Exports of commodities from a country 
give that country a supply of foreign exchange. Imports, on the 
other hand, create a demand for foreign exchange. This is obvious 
because, if a foreigner has bought merchandise in this country, he 
will have to buy dollars in order to pay for the goods. Similarly, if 
an American has bought merchandise abroad, he will have to buy 
foreign exchange. A country which has an excess of exports over 
imports has on this score a greater supply than there is a demand 
for foreign exchange. 

(2) Services. This item includes: (a) transportation and 
communication; (b) tourist expenditures; (c) immigrant remit- 
tances and contributions by charitable and other institutions; (d) 
interest, dividends, and commissions; (e) insurance, royalties, and 
advertising. Military expenditures by the armies of one country 
in the territory of another country may be classified under the same 

2 The parity of the franc h&s since been changed several times. 
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category. The effect of the payment for services on the movement 
of foreign exchange is the same as that of the exportation or the im- 
portation of commodities. The country receiving the services of 
other countries has to pay for them, and this in turn creates a de- 
mand for foreign exchange. If American wheat is shipped to 
Europe in British boats and is insured in a British company, Amer- 
ica will have to pay for these services in pounds sterling. When 
Americans travel abroad, they create a demand for foreign ex- 
change. Although the American tourist may pay his expenses 
abroad with American Express Company or other travelers’ checks, 
which he purchased at home without creating a demand for foreign 
exchange, yet when abroad he will sell the travelers’ checks m ex- 
change for local currency, thus creating a supply of dollar exchange 
on the foreign market. The travelers’ checks are returned to the 
United States, where they are used either for the building up of 
credit balances with American banks or for payment for services 
and imports from the United States. Immigrant remittances and 
charitable contributions sent abroad create a demand for foreign 
exchange. 

Payment of interest and dividends to investors in foreign coun- 
tries affects the foreign exchange market, since the remittance of 
funds to American investors creates either a demand for dollars 
abroad or a supply of foreign exchange in this country. 

(3) Short-term and long-term capital movements. These con- 
sist of the following: (a) foreign bank balances, advances, and over- 
drafts; (b) acceptances and short-term foreign loans; (c) foreign 
bond issues and amortization payments; (d) direct investments 
abroad. When Americans buy foreign securities, or when an Amer- 
ican bank extends a credit to a foreign bank, dollars are placed at 
the disposal of foreigners, since obviously Americans have dollars 
and not foreign currency. When the foreign borrower or issuer 
of the foreign securities wishes to utilize the dollars thus obtained, 
he will offer them for sale abroad or will bid for foreign exchange in 
the New York market. Either procedure creates a demand for 
foreign currencies and a supply of dollars. If the supply exceeds 
the demand, the currency of that country will move up in relation- 
ship to the dollar. It may go beyond the gold export point in the 
United States and therefore result in an outflow of gold from this 
country. 

Amortization of foreign obligations outstanding in this country 
has just the opposite effect. When a foreign corporation or munic- 
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ipality has borrowed money in this country, it is under obligation 
to pay regularly interest and a certain percentage of principal 
The corporation accumulates balances with its own bank and, a 
short period before payment is due, will instruct the bank to remit 
the required amount to its fiscal agent in the United States. The 
foreign bank is thus under obligation to sell local currency and to 
buy dollars. In this case, too, if at that particular time the demand 
for dollars exceeds the supply, the exchange rate of the foreign cur- 
rency in relation to the dollar may reach the gold export point and 
the foreign banks may find it profitable to ship gold to the United 
States instead of buying dollar drafts. However, under normal 
conditions when most of the countries are on the gold standard, gold 
shipments rarely take place, as the international accounts are 
usually balanced by means of loans, long-term or short-term, made 
by capital-rich to capital-poor countries. 

On the other hand, in abnormal times, particularly during periods 
of great financial uncertainty, the withdrawal of funds by creditors 
from debtor countries or the flight of capital may set in motion 
large exports of gold. For example, the financial panic that de- 
veloped on the continent of Europe in the late spring of 1931 caused 
a recall of loans and withdrawal of deposits by foreigners from Ger- 
many and a flight of German capital abroad, which in turn resulted 
in an outflow of gold. Between May 30 and July 23, 1931, a period 
of seven weeks, the Reiehsbank lost $247,138,000 of gold (at the old 
parity of 1 Reichsmark = $0.2382), or 43.4 per cent of its total 
gold holdings. During the same time the Reiehsbank used up new 
foreign credits in the amount of $150,000,000, and only rigid foreign 
exchange restrictions and “standstill” agreements brought the gold 
outflow to a halt. 

When the panic spread from Germany to England, that country 
lost during July, August, and up to the 21st of September, $144,- 
342,000 of gold; and since it was felt that the Bank of England 
could not afford to lose any more gold, Great Britain suspended 
specie payments and the pound sterling depreciated. After the 
abandonment of the gold standard by Great Britain, panicky cred- 
itors from all over the world began to withdraw balances main- 
tained in the United States ; this led to an outflow of $702,000,000 
of gold from this country during September and October, 1931. On 
the other hand, during the Sudetenland crisis in September and 
October, 1988, and in April, 1939, following the breakup of Czech- 
oslovakia, gold imports into the United States amounted to about 
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$521,000,000, $562,000,000, and $600,000,000, respectively. Such, 
abnormal movements of gold, however, are the exception, and as a 
rule gold shipments are used merely as a last resort to meet mar- 
ginal amounts of the balance of payments. 

Currencies of countries off the gold standard. As stated before, 
the fluctuation — that is, the exchange rate of a currency on the 
gold standard — is limited by the so-called gold points. However, 
once a country abandons the gold standard and the central bank is 
relieved of the obligation of redeeming its currency in gold or of sell- 
ing gold at a fixed price, the fluctuations of the currency have prac- 
tically no limit. The gold points lose their significance, since gold 
is not freely obtainable in exchange for notes at par. Thus, for 
example, when England abandoned the gold standard on September 
21, 1931, the pound sterling began to decline immediately, so that 
before the year was over it had depreciated by 30.68 per cent. 
Similarly, when in March, 1933, the United States abandoned the 
gold standard by prohibiting the free redemption of notes and ex- 
portation of gold, the dollar immediately depreciated substantially 
below its gold export point, and at the end of April, 1933, was selling 
at 10.14 per cent below its gold parity. 

As in the case of any other commodity, the demand and supply 
of foreign exchange is influenced by speculative operations. How- 
ever, so long as a currency is linked up to gold, the margin of the 
speculators’ profit is rather small, since the range of fluctuation of 
such currency is confined within the gold points. Once a country 
is off the gold standard, speculative transactions increase in volume 
and may even become the dominant element in the foreign ex- 
change market, because the widening of the price range attracts 
more speculators. If foreign exchange operators wish to make a 
raid on a foreign currency, they can, for example, sell that currency 
for future delivery (90-day bills) in the market. This increases 
the supply of the bills, the legitimate demand remaining more or 
less constant, and this may cause a depreciation of that currency. 

A country off the gold standard, or one whose abandonment of 
the gold standard is being rumored, will be subject to withdrawal 
of foreign balances and also to the flight of capital. Foreigners 
wishing to withdraw their balances from a particular country will 
offer for sale the exchange of that country in order to convert it into 
currency of their own country or that of other countries. This, of 
course, increases the supply of the exchange involved and contrib- 
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utes to its decline. In the case of a flight of capital, people sell the 
currency of their own country in order to convert it into that of one 
or several countries. A flight of capital thus increases the demand 
for foreign exchange and thereby contributes to the decline of the 
currency that is being sold. Raids on the exchanges of foreign 
countries, as well as flights of capital, have occurred rather often 
since the middle of 1931 and have greatly contributed to the un- 
certainties and vagaries of the foreign exchange movements. This 
condition prevails until either equilibrium between demand and 
supply has been established or the country affected institutes for- 
eign exchange restrictions. 

The bill of exchange. The shifting of funds from one country 
to another is carried out as a rule through the buying and selling 
of bills of exchange and cable transfers, and, as previously indicated, 
only in exceptional cases is the transfer effected through the ship- 
ment of gold. A bill of exchange or draft is a written order issued 
by the drawer to a second party (the drawee) to pay to a third 
party (the payee) a certain sum of money on a certain date or at a 
future ascertainable date. Bills of exchange are divided on the 
basis of their maturity dates into (a) sight drafts and (b) time 
drafts. 

Sight drafts are payable either on sight or a certain stipulated 
number of days after sight. Where the terms of sale are, for in- 
stance, payment fifteen days after receipt of goods, and the seller, 
an Argentinian exporter, does not know the exact date when his 
shipment will reach the importer in New York, he will draw a draft 
on the New York merchant for payment fifteen days after sight 
and forward it together with the bill of lading and the other re- 
quired export documents through his bank to a New York City 
bank. Upon arrival of the shipment, the New York bank will turn 
over the bill of lading representing title to the goods to the im- 
porter against the latter’s acceptance of the draft. The importer 
obligates himself to pay (accepts) the amount specified in the draft 
by writing across the face of the draft the customary words: Ac- 
cepted on (date) payable at the XYZ bank (signature). The bill 
is thus due fifteen days from date of acceptance by the importer. 

Time drafts specify a definite date when payment is to be made. 
An importer in the United States who has purchased merchandise 
in a foreign country, let us say France, will have to make payment 
in French francs. Let us assume that the contract calls for pay- 
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ment within 30 days. In this case the importer in the United 
States will buy from his bank a French franc draft on a bank in 
France, due in 30 days. 

In contrast to the bill of exchange which matures at some future 
date, cable transfers effect immediate payment. If, for example, 
in the previous case, the importer wishes to make payment by 
cable, he will go to his bank, pay the necessary amount of dollars, 
and instruct the bank to cable its correspondent in Paris to pay the 
certain amount of French francs to the French exporter. In such 
a case, payment to the exporter will be made instantly. Rates of 
exchange, therefore, are quoted for: (a) cable; (b) sight bills; and 
(c) time drafts, which usually run from 30 to 90 days. As a rule, 
the rate for cable transfers is the highest, followed by the rate for 
sight bills and then the rates for time bills. 

Under normal conditions the difference in the rates is governed 
mainly by the prevailing interest rates. In case of a cable transfer, 
the bank receives the amount in local currency and immediately 
orders its correspondent abroad to effect payment in the respective 
foreign currency. Thus, the cash of the bank increases, but at the 
same time its foreign balance decreases by an equivalent amount, 
and consequently no interest is involved in the transaction. On 
the other hand, when an importer goes to the bank and buys a time 
bill which will mature in 90 days, the importer pays the money to 
the bank immediately. The bank is under no obligation to remit 
the money to its correspondent until one day prior to the maturity 
of the bill. In this case, therefore, the bank will have the use of the 
money of the importer, and the difference between the cable rate 
and the 90-day bill is the rate of interest prevailing in the country 
on which the bill is drawn. 

Whenever the spread between the rate for cable transfer (spot 
rate) and the rate for time bills (forward rate) is wider than the 
interest involved would warrant, it is an indication that the foreign 
exchange market is working under abnormal conditions. The equi- 
librium of the market is often upset when foreign exchange dealers 
and exchange speculators expect a rapid depreciation or apprecia- 
tion of the currency in question. Thus, for example, during April, 
1935, 90-day bills on Holland were selling at a discount of about 5 
per cent under the spot rate. This was due to the faot that a num- 
ber of people in the United States expected the guilder to depre- 
ciate. In order to profit from this depreciation, they sold short 
forward guilder. Since, however, the demand for 90-day guilder 
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was very small, the discount or cost of risk grew rapidly. How- 
ever, once the fear of currency depreciation disappeared and the 
shortsellers endeavored to cover, the demand for time bills in- 
creased, and the abnormal spread disappeared. 

At times, however, the rate of 90-day bills is higher than the 
spot rate. This situation arises particularly in periods when it is 
expected that the exchange rate of the foreign currency in question 
will rise sharply. 

Bills of exchange may be divided into the following classes: (1) 
bills drawn on and accepted by banks are termed bankers bills or 
acceptances; (2) bills endorsed by banks and often considered as 
equivalent to bankers’ acceptances; (3) trade bills, being those m 
which both the drawer and drawee are individuals or firms other 
than banks. As a rule, bankers’ acceptances sell at a lower dis- 
count rate (higher price) than trade bills. Bills are also often 
divided in accordance with the currency in which they are stated. 
Thus, one often finds the expression “dollar acceptances” and 
“foreign exchange acceptances.” 

Reasons for the abandonment of the gold standard. In gen- 
eral (the first exception being the United States when it abandoned 
gold in March, 1933), major countries have left the gold standard 
only when confronted with a major crisis such as that which forced 
England off the gold standard in 1931. London, as a very impor- 
tant international financial center, attracted short-term funds from 
all over the world; these were invested in the London money mar- 
ket. During the post-war period, and particularly after the return 
to the gold standard in May, 1925, London placed a considerable 
portion of these funds in foreign long-term securities and short- 
term loans in a number of continental European countries, notably 
Germany. When the German banking crisis occurred in July, 1931, 
and it be cam e evident that London would not be able to withdraw 
its balances from Germany, a number of foreigners began to with- 
draw their balances from London. This, of course, meant that for- 
eigners were selling pounds sterling and converting them into cur- 
rencies of their own countries, such as dollars or French francs. 
The result was that the pound sterling declined below the gold ex- 
port point, and the Bank of England during July and August and 
up to September 21, 1931, lost over 144,000,000 dollars of gold (old 
parity), or 18.2 per cent of its total gold holdings. During the 
same period the Bank Of England and the British Treasury bor- 
rowed on two occasions, in the United States and in France, a total 



418 


FOREIGN EXCHANGE 


of $650,000,000 in order to meet the panicky withdrawals of foreign 
balances. But when the proceeds of these loans were exhausted 
and foreigners still continued to sell pounds and convert them into 
dollars or other currencies, Great Britain was forced to suspend 
specie payments, and the pound sterling declined. 

The suspension of specie payments in Great Britain merely con- 
sisted of relieving the Bank of England of its obligation to sell gold 
at a fixed price — namely, at 3 pounds 17 shillings and 10% pence 
per troy ounce of standard fineness. The exportation of gold prior 
to the declaration of a state of war on September 3, 1939, however, 
was not prohibited, and individuals could buy gold in the London 
open market and export it to wherever they desired. The price of 
gold in terms of British currency increased, as may be seen from 
the following table. 


PRICE OF GOLD IN LONDON 
(Monthly average; per ounce fine) 




s. 

d. 

August 

1931 

84 

11.17 

u 

1932 

118 

6.23 

u 

1933 

125 

8.79 

it 

1934 

138 

7.15 

May 

1935 

140 

3 06 

tt 

1936 

138 

4.24 

August 

1937 . ... 

139 

6.38 

u 

1938 

142 

5.69 

tt 

1939 

150 

5 54 

September 1939 . . 

168 

0.00 

July 

1945 

172 

3.00 


With the abandonment of the gold standard by Great Britain, a 
number of other countries followed suit, chiefly those comprising 
the British Empire and the Scandinavian countries. Their action 
was motivated by the fact that a considerable portion of their trade 
was with Great Britain, where they maintained large balances, and 
that the maintenance of their currency at the original parity would 
have greatly handicapped them in their trade with Great Britain. 

The United States abandoned the gold standard in 1933 volun- 
tarily, not having been forced to do so by too great a drain on the 
gold resources of the country. Although the monetary stock of 
gold in the United States was reduced from $4,995,000,000 at the 
end of August, 1931, to $3,919,000,000 at the end of June, 1932 (a 
loss of $1,076,000,000 during 10 months), the exports of gold ceased 
in July, 1932, and from that month to the end of January, 1933, the 
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monetary gold stock increased by $634,000,000. Notwithstanding 
the fact that the country’s stock of gold decreased by $305,000,000 
between February 1 and March 4, 1933, the date of the closing of 
the Federal Reserve banks, the monetary gold stock was still some- 
what above the average of the two years 1928 and 1929. The 
monetary gold stock at the end of February, 1933, amounted to 
$4,380,000,000, and the country could easily have withstood the 
drain of the yellow metal. So general was the trend toward the 
abandonment of the gold standard and the devaluation of the cur- 
rency, however, that by the end of 1936 only Belgium still adhered 
to the gold standard. The belga, however, was devalued on April 
1, 1936, at 28 per cent below its former parity. 

Classification of currencies. As a result of the world-wide de- 
pression and of the financial crisis which began in 1931, the cur- 
rencies of the nations lost their common relationship to gold, and 
the following groups evolved: (1) the sterling bloc; (2) the gold 
bloc; (3) the dollar bloc; and (4) currencies of countries with rigid 
foreign exchange restrictions. 

(1) The sterling bloc. The sterling bloc embraces a number 
of countries the currencies of which are pegged to the pound ster- 
ling. These countries are Great Britain, Australia, New Zealand, 
South Africa, Egypt, Straits Settlements, and the British Crown 
colonies and protectorates, as well as the mandated territories. 
Prior to the outbreak of the war in 1939, the Scandinavian coun- 
tries, namely, Sweden, Norway, Denmark, and Finland belonged 
to the sterling bloc. Although Japan, Argentina, Portugal, and 
Siam were not members of the sterling bloc, their currencies, prior 
to the outbreak of the war, tended to move in harmony with the 
pound sterling. Canada does not belong to the sterling bloc, as its 
currency fluctuates somewhat between the United States dollar 
and the pound sterling. 

As stated, the currencies of the sterling bloc were pegged, that is, 
maintained at a more or less fixed exchange relationship to the 
pound sterling. This pegging consists of the buying and selling of 
pounds sterling by the respective central banks in order to prevent 
a depreciation or an appreciation of the exchange rates of their cur- 
rencies in relation to the pound. For the purpose of executing 
these pegging transactions, the central banks of the sterling bloc 
countries maintain balances in London. Although all the cur- 
rencies in the sterling bloc are, so to say, on a paper basis and fluc- 
tuate almost daily in relation to gold, they are stable in relation to 
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one another and to the pound sterling. Since most of their trade 
and their financial relations a r e with the other members of the 
sterling bloc, their currencies are, for all practical purposes, stable 
In order to facilitate the maintenance of the stability of the vari- 
ous sterling bloc currencies in relationship to the pound, the British 
Government has modified its embargo on foreign loans and per- 
mitted the extension of credit by British institutions to countries 
in the sterling bloc. 

The successful operation of the sterling bloc, aided by the British 
Exchange Equalization Fund, has given rise to the belief that it is 
possible to achieve international stability of currencies on a paper 
basis. Thus the Monthly Review of the Midland Bank (October- 
November, 1933), in discussing business recovery in the sterling 
bloc, states: “Notwithstanding that sterling is a pure managed cur- 
rency, almost completely divorced from gold for an indefinite pe- 
riod, it provides the only basis of true monetary stability in the 
world today; neither gold nor the dollar can at present provide the 
same degree of steadiness in purchasing power as the pound is show- 
ing and seems likely to maintain . . . further, Great Britain has 
become the center of a vast area of trade, both national and inter- 
national, in currencies based upon the pound sterling, so that on 
physical measurements alone the behavior of the pound m relation 
to commodities is perhaps the strongest single factor in world con- 
ditions,” — all of which is a typical example of the satisfaction 
expressed by members of the sterling bloc. 

When Great Britain on August 25, 1939, under the then immi- 
nent outbreak of war, suspended the Exchange Equalisation Ac- 
count’s support of the pound, most of the non-British Empire coun- 
tries severed their adherence to the sterling bloc France, however, 
which joined the bloc in May, 1938, continued pegging the franc to 
the pound sterling. 

(2) Gold bloc countries. Prior to the outbreak of World War 
II, there were several European countries which continued to ad- 
here to the gold standard and refused to devalue their currencies 
because they believed that such a measure would be harmful to 
their economies. These countries were known as the “gold bloc” 
countries. However, even they abandoned this policy toward the 
end of 1936, and from that time on no country of any importance 
adhered to the gold standard. 

The theory underlying the devaluation of a currency is that a 
lower exchange rate favors exports and tends td reduce imports; 
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and that, with the rising prices that would ensue, business condi- 
tions at home would improve. The countries adhering to the gold 
61oc have taken the view that under present conditions the devalua- 
tion of a currency is no important factor in the foreign trade of a 
country. They pointed to the fact that since the depression the 
movement of international commodities has not been determined 
by the price structure but rather by the various trade agreements, 
such as clearing and compensation arrangements, and by trade 
impediments such as foreign exchange restrictions, quotas, and 
prohibitive tariffs. 

A review of economic conditions of the world in the middle of 
1936 showed that most countries had surrounded themselves with 
foreign exchange restrictions giving the government a monopoly in 
foreign exchange operations. Governments were making it a prac- 
tice to sell foreign exchange either for the importation of commodi- 
ties which were considered of prime necessity or for payment for 
imports from countries that were large buyers of their own com- 
modities. Under such circumstances prices are of relatively little 
significance. 

Quota systems have the same effect. In essence they mean that 
a country fixes the quantity or value of certain commodities which 
may be imported from various countries during a certain period. 
Once this maximum is reached, no more can be imported from a 
particular country, no matter how attractive the price structure 
may be. Prohibitive tariffs are a method of keeping out com- 
modities from abroad by raising the customs duties to a point where 
the total cost results in a higher price for the foreign goods than for 
domestic commodities. 

Clearing and compensation agreehients are the logical sequence 
to foreign exchange restrictions. The agreements cover either the 
whole trade of two countries for a specified period, or they refer 
only to one or more transactions in certain commodities. Stripped 
of all technicalities, a clearing agreement stipulates that importer's 
m country A pay in national currency for the imports from country 
B to a designated agency (usually the central bank) in country A, 
and the agency in turn will use the funds to pay exporters in coun- 
try A for their exports to country B. The same procedure is fol- 
lowed by the importers and exporters in country B. Importers in 
both countries thus pay in their own respective currencies not to 
the foreign exporters but to their special agencies, and exporters 
are paid in their national currency not by the foreign customer but 
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by the special agency. The transfer of funds across national bor- 
ders involving an exchange of currencies is eliminated. The clear- 
ing agreement also fixes the exchange rates to be used and provides 
for the disposal of any amount that may remain at the agency after 
the exporters in both countries have been paid. 

The essence of a compensation agreement is that importers in 
country A obligate themselves to import a certain quantity or value 
of a given commodity from country B, and importers of country B 
in turn will import a specified quantity or value of one or more 
given commodities from country A. Payment is made through 
designated agencies. 

Under such circumstances, the gold bloc countries asserted that 
a devaluation of the currency could not bring about an increase in 
their exports. On the other hand, they pointed out that if their 
currencies were to be devalued, they would have to pay more for 
the imported commodities. This was of particular importance to 
Holland and Switzerland, countries which have shown a continued 
excess of imports over exports. Since these countries meet their 
trade deficit largely with income from foreign investments, a de- 
preciation of the currency would mean that foreigners would pay 
their debts in depreciated currencies. This is particularly true in 
view of the fact that the gold clause has been greatly undermined 
by Public Resolution 10 of the United States and by the decision of 
the Supreme Court of the United States which practically sanc- 
tioned the Public Resolution. 

Prance was, however, compelled to abandon the gold standard 
as a result of the large losses of gold by the Bank of Prance in 1935 
and 1936, caused partly by the deterioration of the balance of trade 
and of other elements in the balance of payments, and, in the main, 
by the flight of capital induced by uncertain domestic political con- 
ditions. Between March, 1935, and September 26, 1936, when the 
gold standard was suspended, the gold reserves of the Bank of 
Prance were reduced by more than $2,100,000,000, reflecting almost 
entirely exports of capital. 

The tripartite monetary agreements. The announcement by the 
Prench Government on September 25, 1936, of its decision to de- 
value the franc was contained in a declaration similar to the state- 
ments issued simultaneously by the Treasuries of the United States 
and Great Britain. In their statements the three Governments de- 
clared that the object of their monetary policy was “to main fain the 
greatest possible equilibrium in the system, of international ex- 
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changes and to avoid to the utmost extent the creation of any dis- 
turbance of that system” by their monetary action. The three 
Governments would “use the appropriate available resources so as 
to avoid as far as possible any disturbance of the basis of interna- 
tional exchanges resulting from the proposed readjustment” of the 
franc and would arrange for mutual consultation “for this purpose 
as may prove necessary.” On September 26 the Belgian Govern- 
ment announced its adherence to the tripartite declaration, and 
on November 21 the Netherlands and Swiss Governments followed 
suit. 

The release of the Bank of France from the obligation to redeem 
its notes into gold rendered inoperative the United States and Brit- 
ish stabilization funds, since they could no longer convert into gold 
their respective pound sterling and dollar balances by exchanging 
them into French franc balances. Consequently, on October 13, 
1936, the United States Treasury announced that, subject to revo- 
cation on twenty-four hours’ notice, it would sell at $35 per fine 
ounce plus % per cent handling charge for “immediate export to, or 
earmark for the account of, the exchange equalization or stabiliza- 
tion funds of those countries whose funds likewise are offering to 
sell gold to the United States.” In the same announcement the 
Treasury declared that Great Britain and France had agreed to 
comply with the above-stated conditions. On November 27, 1936, 
Belgium, the Netherlands, and Switzerland became parties to the 
arrangement for the free exchange of gold. 

The operation of the various stabilization funds under the fore- 
going arrangement maintained remarkable stability of the cur- 
rencies and provided under the existing conditions a satisfactory 
substitute for the defunct international gold standard. Although 
only six countries adhered to the agreement, the benefit of stable 
exchanges accrued to a large number of countries the currencies of 
which were directly or indirectly attached to the currencies of the 
signatories to the agreement. The emergency monetary laws put 
into effect in Great Britain and France at the outbreak of the Euro- 
pean war in September, 1939, not only rendered the Exchange Sta- 
bilization Fund of the United States “pretty much inoperative” as 
far as Great Britain and France were concerned, but also caused 
defections from the sterling bloc. 

(3) The dollar bloc. The dollar bloc embraced a number of 
Central and South American countries (Cuba, Colombia, Mexico, 
Panama) whose currencies were pegged to and moved in unison 
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with the United States dollar. The countries of the dollar bloc 
maintained the stability of their currencies in relationship to the 
dollar in the same manner that countries of the sterling bloc man- 
aged to maintain the stability of their exchanges in relation to the 
pound. 

(4) Currencies subject to exchange restrictions. During the 
early part of the 1930’s, a number of countries adopted rigid ex- 
change restrictions limiting the international movement of gold, 
funds, and securities. After the outbreak of the war practically all 
countries adopted such restrictions. In the United States, foreign 
exchange control was instituted in order to prevent trading with 
the enemy. In addition the Government froze the assets held in 
the United States by foreigners, in order to prevent their use by the 
enemy. 

Exchange restrictions are official measures intended to conserve 
the foreign exchange resources of the country and to control ex- 
change rates through limitation of the freedom, or monopolization, 
of foreign exchange transactions. Foreign exchange restrictions 
are imposed by countries whenever, owing to an adverse balance of 
payments, the demand for foreign exchange exceeds the supply and 
the central bank is unwilling or unable to ship gold abroad. If the 
foreign exchange market were left unregulated, the exchange value 
of the currency would dechne, leading to a flight from the currency 
by the nationals of that country and withdrawals of balances by 
foreign creditors, which in turn would cause a further decline of the 
currency. 

The essence of foreign exchange restrictions may be briefly sum- 
marized as follows' All foreign exchange operations are placed by 
the government under the administration of the central bank or of 
a specially created body. No payments can be effected abroad 
without approval of this authority. Purchases of foreign exchange, 
and the importation and exportation of securities and of domestic 
and foreign bank notes, are restricted or prohibited. Residents are 
required by law to surrender foreign exchange obtained through 
current exports and services abroad and to put at the disposal of 
the foreign exchange authority their balances abroad, foreign bills, 
and currencies and securities held at home or abroad, for which they 
are paid in domestic currency, usually at the official rate of ex- 
change. Foreigners are prohibited from withdrawing their bal- 
ances in foreign currencies or converting their domestic currency 
balances into foreign exchange. The controlling authority sells 
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foreign exchange primarily to make payments for approved imports 
and for certain expenditures abroad. 

The exchange rates of countries with foreign exchange restric- 
tions, however, are fictitious, since these currencies are not freely 
convertible into gold or into currencies of other countries, and only 
a small amount of the exchange needed to meet payments abroad iS 
obtained at the official rate. 

Blocked currencies. Some countries which have instituted for- 
eign exchange restrictions, and particularly those heavily burdened 
with foreign debts on which they have declared a transfer mora- 
torium or have defaulted, have introduced a system of blocked 
accounts. These accounts represent balances due to foreigners in 
domestic currency which may be used only within the respective 
countries. While some of the countries grant the owner unre- 
stricted use of his balances, the majority limit the use of blocked 
accounts to special types of investments (mostly long-term) or for 
special use within the country. Blocked balances are traded at a 
discount which varies in accordance with the limitations placed on 
their use. 

Currencies with multiple exchange rates. In certain countries, 
as, for example, Austria, prior to 1938, the foreign exchange regu- 
lations permitted the exporter to retain part of the foreign ex- 
change, which he might sell in a free market at rates usually higher 
than the official rate. This gave rise to two exchange rates: the 
official and market rates. The Chilean exchange control laws gave 
rise to four different rates of exchange for the currency: (a) the 
official rate, (b) the export rate, (c) the unofficial rate, and (d) the 
compensation rate. The official rate is the rate at which the Cen- 
tral Bank of Chile buys gold and foreign exchange and at which it 
sells foreign exchange to parties duly authorized by the Interna- 
tional Exchange Committee (the exchange administrative author- 
ity) to make payments abroad. As the official rate is much lower 
than the free market rate, only those obligated by law sell foreign 
exchange at the official rate to the Central Bank, and sUch foreign 
exchange is allotted to importers of commodities of prime necessity 
and to the government for its current foreign payments. The per- 
centage of foreign exchange proceeds from exports which exporters 
must sell to the Central Bank at the official rate varied early in 
1935 from 1 to 10 per cent for different commodities and amounted 
to 20 per ce!nt iff the case Of wool and skins (Law of September, 
1932). 
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The export rate is the rate paid by holders of permits to transfer 
funds abroad to Chilean exporters for that portion of foreign ex- 
change which they are not obliged to sell to the Central Bank and 
which does not arise out of exports to countries with which Chile 
has concluded compensation agreements. The rate is determined 
by demand and supply, and it is higher than the official rate. 

The unofficial rate is the rate paid in the so-called “black mar- 
ket," where foreign exchange derived from transactions outside the 
scope of the Commission is traded. The unofficial rate slightly ex- 
ceeded the export rate, but with the improvement of the balance of 
payments and the consequent increased supply of foreign exchange, 
it dropped below the export rate. 

The compensation rate grew out of the compensatory trade agree- 
ments with various countries. These agreements usually provide 
that part of the proceeds of nitrate imports from Chile shall be re- 
tained by the importing country and applied for payment of cur- 
rent exports from that country to Chile. The rate was fixed by 
law (February, 1934) at 250 per cent above the official rate on the 
date of payment. Thus, when the official rate of the French franc 
was 0.644 pesos, the compensation rate was 1.61 pesos. 

Questions (or Study and Review 

1. Define foreign exchange, bill of exchange, sight bill, gold point. 

2. Discuss the chief sources of demand for and supply of foreign exchange. 

3. List the principal items that enter into the balance of payments. 

4. lost and explain various factors which cause the price of cable transfers to 
vary from that of time drafts. 

5. Explain various reasons for abandoning the gold standard. 

6. State the meaning of the following terms: sterling bloc, gold Uoc, dollar 
bloc, clearing agreement, compensation agreement. 

7. List and explain various ways of restricting exchange transactions. 

Problems 

1. The Netherlands florin contains 10.370505 grains of gold 8/10 fine. What 
is the florin’s exchange (mint) panty in terms of U. S. dollars: (a) prior to Jan- 
uary 31, 1934 ($1 = 25 8/10 grains of gold 9/10 fine) ; (b) after January 31, 
1934? 

2 A New York City bank asks $40,000 for cable transfer of 10,000 Australian 
pounds to Sydney, Australia How much would the buyer have to pay for 10,- 
000 Australian pounds issued in: (a) sight draft on Sydney, Australia; (b) 90- 
dny bill on Sydney, Australia? The prevailing interest rate to customers is 6 
per cent per annum, the mail time from New York to Sydney, Australia, is 30 
days. 
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CHAPTER 23 


Financing Foreign Trade 


Characteristics of foreign trade. The peculiar characteristics of 
foreign trade m general, and with individual countries in particu- 
lar, the financing of foreign trade different m many aspects 
from the financing of domestic trade. The selection of the proper 
method of financing a special transaction is a matter equal in its 
importance to the terms of the underlying contract of sale. Many 
foreign commercial deals profitable in themselves have resulted in 
losses to one or both contracting parties owing to the employment 
of an unsuitable method of financing. 

In domestic trade there is no currency problem involved in set- 
tling the transaction, since the buyer and seller are located in the 
same country. In foreign trade, on the other hand, since the buyer 
and seller are located in different countries, the question of cur- 
rency is of the utmost importance. The buyer not only is under 
obligation to raise the money in local currency, but may also be re- 
quired to exchange it into the currency of the seller and remit it 
abroad; this requires the aid of a bank for the exchange and trans- 
fer operation. Where the sales agreement provides for payment in 
the currency of the buyer, the seller will have to convert the foreign 
exchange into his own currency; this also requires the services of a 
bank. Thus, aside from the usual risk inherent in every business 
transaction, there is an additional risk characteristic of interna- 
tional transactions — that is, the currency risk. When, for exam- 
ple, a contract between an American exporter and an English im- 
porter provides for shipment of a definite quantity of a certain 
article at $5 per unit payable in dollars, the importer will have to 
buy dollars — that is, exchange English pounds for dollars. Assum- 
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ing that the importer calculated the cost of the article m pounds 
sterling on the basis of £1 = $5, which was the actual rate on the 
date of the agreement, and that at the time when payment is made 
the pound sterling is quoted at only $4.25, the cost of the article to 
the importer would be 1 pound 3 shillings and 6 pence instead of 
one pound. 

However, the currency risk can be transferred from the importer 
or exporter to a bank in the following manner. On the date the 
purchase and sale agreement is entered into, the importer can buy 
(cover) from a bank the required amount of dollars at £1 = $5 for 
delivery on the day payment is due to the exporter (future or for- 
ward exchange). When the exporter is to be paid in pounds ster- 
ling at some future date, he can eliminate the currency risk by sell- 
ing to a bank forward London exchange. The bank, in turn, 
usually does not assume any exchange risk, but acts merely as a 
broker and covers its exchange commitments the same day or even 
the same hour that they have been made. 

Government regulations. In internal trade, legitimate transac- 
tions are normally free from interference by governments of demo- 
cratic countries. This, however, is not always the case in foreign 
trade. Since the trade of a country with the rest of the world 
affects the economic and often the political status of the country, 
the governments are exercising far-reaching supervisory and regula- 
tory powers over this branch of economic activity. The govern- 
ments not merely have the power to raise tariffs on the importation 
of certain types of commodities or on imports from certain coun- 
tries, but also have the power to regulate the volume of commodi- 
ties imported, through the quota system, and may impose all kinds 
of restrictions on the dealings in foreign exchange and thus make 
the financing of imports extremely hazardous. Between 1931 and 
1936 the majority of the nations of the world instituted foreign 
exchange restrictions, making it now imperative for the buyer or 
importer, prior to the placing of an order abroad, td ascertain from 
the foreign exchange control body of his country whether it will 
sell the foreign exchange required for the importation of a given 
commodity. The exporter must equally follow up the exchange 
laws of the foreign countries and assure himself that the importer 
will not be prohibited from remitting the invoice amount. 

The foreign trade and exchange regulations are not of a perma- 
nent nature and are constantly modified and adapted to changing 
conditions, and it is thus necessary for those engaged in foreign 
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trade to alter accordingly their methods of financing. The banks 
keep themselves informed of the various foreign trade and exchange 
regulations, and are therefore in a position to assist exporters and 
importers. 

A tim<> element. The time element is another important factor 
in financing foreign trade. In international trade the distance be- 
tween the points of origin and destination of a shipment is usually 
greater than in domestic trade. This of course means that the 
commodities will be longer in transit, and consequently the period 
of financing will be greater than in domestic trade. For example, 
if a merchant in Antwerp purchases wool in Australia, it will be 
three or four weeks before the wool will reach the importer. In the 
meantime somebody must carry the financial burden of the transac- 
tion. It may be either the buyer-importer or the seller-exporter, 
as the sales contract provides. If the agreement calls for payment 
upon the arrival of the shipment in Antwerp, the exporter, be he 
the producer himself or a middleman, will have tied up a part of his 
working capital for three or four weeks and consequently will have 
to curtail his operations. If on the other hand the importer has to 
pay when the commodity is put on board ship in Australia, he will 
tie up part of his working capital. The exporter and importer, 
however, are usually able to shift the burden of financing from 
themselves to the banks, which have the funds and machinery to 
finance commodities in transit or in process of manufacture. From 
this standpoint alone, banks are well-nigh indispensable in foreign 
trade in peacetime . 1 

Methods of financing foreign trade. The methods of financing 
foreign trade may be classified as follows: 

A Burden of financing carried by importer: 

1. Payment with order, 

2. Partial payment in advance, 

3. Payment on documents. 

B. Burden of financing carried by exporter: 

1. Consignment, 

2. Open book account, 

3. Collection drafts. 

C. Burden of financing carried by the importer’s bank: 

1. Letter of oredit, 

2. Authority to purchase. 


1 In wartime a large portion of the foreign trade of the belligerents is financ ed by 
their respective governments. 
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D. Burden of financing carried by exporter's bank: 

1. Advance on collection drafts, 

2. Discount of drafts, 

3. Refinancing bill 

Payment with order. The importer may remit directly to the 
exporter an amount m the exporter’s currency (foreign currency 
bank draft, telegraphic money order) covering the cost of shipment 
of the goods specified m an accompanying order. In normal times 
payment prior to shipment was demanded only of importers whose 
credit standing was unsatisfactory or not known. Since 1931 , ow- 
ing to foreign exchange and trade regulations, importers domiciled 
m certain countries have been required to make payment simul- 
taneously with placement of the order. This is not a reflection on 
the credit status of the importers, but a necessary precaution on the 
part of the exporters against the constantly changing laws regulat- 
ing the transfer of funds abroad. 

Partial payment in advance. The importer may be required to 
remit in advance a part payment of his order as evidence of good 
faith and intention to pay the balance m accordance with the terms 
of the sales contract. The partial payment must be an amount 
sufficient to cover the cost of shipping — that is, out-and-return 
freight, insurance, and sundry expenses. 

Payment on documents. When the contract provides for cash 
on documents, the importer is under obligation to deposit the stipu- 
lated sum with a bank located in the country of the exporter. The 
latter, after having placed the commodities on board a vessel or on 
a railroad and having received all the shipping documents, turns 
them over to the bank, and if the documents are satisfactory he re- 
ceives payment. In this case the importer is under obligation to 
find the necessary funds at home, to convert them into the exchange 
of the country where the exporter is located, and to stand the bur- 
den of financing while the commodity is in transit. In times of 
great uncertainty, the exporter will insist that funds be deposited in 
“escrow” with a bank located in his country. This means that the 
bank is under obligation to turn over the cash to the exporter once 
the latter has prepared the commodities for shipment abroad, in 
accordance with the contract of sale. 

Consignment. An exporter maintaining agencies or employing 
resident salesmen abroad may ship to them commodities on con- 
signment, meaning that he orders them to sell the commodities 
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while in transit or upon arrival at a fixed or best obtainable price. 
After the commodities have been sold, the agent converts the pro- 
ceeds into the currency of the country where the exporter is lo- 
cated, and remits the funds. Thus the exporter not only finances 
the transaction, but also is compelled to assume the exchange risk. 

Open book account. Selhng on open book account in foreign 
trade does not differ materially from that in domestic trade. The 
exporter ships the commodities to the importer in the foreign coun- 
try on agreed terms together with bill of lading, charging the 
account of the importer with the amount of the invoice. The ex- 
porter has no documentary evidence of his claim against the im- 
porter except the sales contract, and relies merely on the integrity 
of the importer, expecting that the latter will remit the amount on 
the specified date. Open book accounts are common among cus- 
tomers who have had business relationships for a large number of 
years and where the exporter has implicit faith in the credit stand- 
ing and good faith of the importer. 

As a rule, banks do not assist exporters in financing shipments on 
consignment or open book account. In exceptional cases banks 
may grant exporters loans on the evidence of the sales contract or 
the consignment agreement, the maturity of the loan coinciding 
with the terms of payment of the sales contract. In such cases 
the bank actually extends an unsecured credit based on the integrity 
of the exporter and importer. 

Collection drafts. In financing foreign trade two types of drafts 
are used: (a) clean drafts, (b) documentary drafts. A clean draft 
is used by the exporter to collect an amount due from the importer 
for a shipment of merchandise. Such a draft is not accompanied 
by any documents and is drawn by the exporter on the importer in 
accordance with a previous arrangement. 

A documentary draft is accompanied by the shipping documents 
and may be either a D/P draft (documents against payment) or a 
D/A draft (documents against acceptance). In both cases the 
exporter turns over to his bank for collection the draft with the an- 
nexed shipping documents, with instructions, in case of a D/P draft, 
not to release the shipping documents to the importer (drawee) 
until the amount of the draft is paid; while in oase of a D/A draft 
the bank is authorized to release the documents when the drawee 
accepts the draft. The bank forwards the draft and documents 
with the exporter's instructions to its branch or correspondent bank 
in the country of the importer. The foreign bank notifies the im- 
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porter that the shipping documents have arrived and (in case of a 
D/P draft) that they will be turned over to him upon payment of 
the draft for the amount of the invoice. After the importer has 
made payment, the bank will remit the funds to the exporter’s 
bank, and the latter in turn will credit the account of the exporter. 
In the case of the D/A draft, the foreign correspondent bank will 
turn over the documents to the importer upon his acceptance of the 
draft. On due date the correspondent bank will present the accept- 
ance for payment and, after payment has been effected, the pro- 
ceeds will be forwarded to the exporter as in the D/P case. In this 
connection it should be noted that the foreign correspondent bank, 
although chosen by the exporter’s bank, acts as the agent of the 
exporter and not as the agent of the bank. If, after collection of 
the funds by the correspondent bank abroad, it should fail, the loss 
is borne by the exporter and not by his bank. 

Letter of credit. A letter of credit, briefly stated, is a letter 
issued by a bank to a person or corporation authorizing the latter 
to draw drafts on the bank for a specified amount, which the bank 
obligates itself to accept if the drafts are drawn in accordance with 
the provisions stipulated in the letter. The parties involved in a 
letter of credit are the following: (1) the importer; (2) the im- 
porter’s bank; (3) the exporter; (4) the exporter’s bank. The fol- 
lowing example will illustrate the operation of a commercial letter 
of credit and the way the banks assist in financing the movement of 
merchandise from one country to another. Let us assume that A, 
an importer located in Antwerp, wishes to buy merchandise in the 
United States. He will get in touch with the exporter in New 
York and arrange for the type of merchandise which he wishes to 
buy, the price, and the terms of payment. If the New York ex- 
porter desires a letter of credit, it is then up to the importer to 
obtain it. The first step taken by the importer will be to go to his 
bank in Antwerp for the arrangement of a letter of credit in favor 
of the exporter in New York. 

If his credit standing is good, the bank will ask him to fill out an 
application for a letter of credit. In this document the importer 
requests the bank to open by mail or cable a letter of credit in favor 
of the exporter (beneficiary) for a stipulated maximum amount 
available by drafts, upon delivery by the exporter to the bank of 
the specified documents evidencing the shipment of the merchan- 
dise as agreed upon between the importer and exporter. 

After the bank has approved the application, it asks the importer 
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to sign a commercial letter of credit agreement , which sets forth all 
the rights and liabilities of the bank and importer under the letter 
of credit. 

Once these technicalities have been completed, the bank of the 
importer in Antwerp will request by letter or cable its correspond- 
ent in New York to open a letter of credit in favor of the exporter 
under the terms stipulated by the importer in his application for 
the letter of credit. After the New York bank has received this 
communication, it will notify the exporter that a letter of credit 
has been opened m his favor. The letter of credit, then, is that in- 
strument which the bank located m the exporter’s country sends to 
the exporter and in which it authorizes him to draw drafts upon the 
bank up to a certain amount and under certain conditions. 

The importer’s bank may not necessarily employ the services of 
a correspondent bank in arranging a letter of credit. At times the 
importer’s bank, if well known and of substantial resources, as for 
instance the Midland Bank, Ltd., London, may send a letter of 
credit directly to the exporter in New York. 

The exporter, having received the letter of credit, will prepare 
the merchandise for shipment and obtain the required documents, 
consisting usually of a negotiable bill of lading, commercial invoice, 
consular invoice, marine insurance policy or certificate, certificate of 
origin, and other documents, such as an inspection certificate, which 
may be stipulated by the importer. The exporter then draws a 
draft on the Midland Bank and presents the draft, together with 
the letter of credit and shipping documents, to his bank in New 
York. If this bank finds that the documents are in accordance 
with the specifications stated in the letter of credit, it will buy 
(negotiate) the draft. The exporter receives cash, or his account is 
credited with the amount, and the bank forwards the draft, letter of 
credit, and shipping documents to its London correspondent for 
collection. When the draft and documents are presented to the 
Midland Bank, the latter must honor the draft unless the docu- 
ments do not comply with the stipulations of the letter of credit, 
which might be the case if the New York (negotiating) bank did 
not exercise due care in examining the documents. Where the im- 
porter’s bank uses the services of a correspondent bank, the exporter 
draws his draft on, and presents the shipping documents to, the 
latter. 

The description of the operation of a letter of credit indicates 

clearly the advantages that are derived by each party, The iia- 



FINANCING FOREIGN TRADE 


435 


porter derives the following advantages: (1) The burden of financ- 
ing is carried by his bank, since he is under no obligation to provide 
the bank with funds until the draft matures. The importer may be 
m a position to sell the merchandise or to manufacture the imported 
raw materials and sell the product, and thus use the proceeds to 
meet the draft. (2) The importer has assurance that the docu- 
ments presented by the exporter to the bank abroad will be in 
accordance with his stipulations in the application for the letter of 
credit. While the bank is not obliged to examine the merchandise 
as to quality, type, etc., yet it is the duty of the bank to see to it 
that the shipping documents correspond fully with the specifica- 
tions in the application for the letter of credit. Thus, for example, 
if the application for the letter of credit stipulates that the ship- 
ment should consist of wheat of the standardized type, “No. 2, red,” 
and if the documents state wheat “No. 1 Northern,” the bank in the 
exporter’s country will refuse to accept the draft. Similarly, if the 
application for the letter of credit calls for direct shipment from 
New York to Antwerp and the bill of lading indicates that the boat 
does not go directly to Antwerp, the bank also will refuse to honor 
the draft. This, of course, is a protection to the importer. (3) 
Importers buying on letters of credit as a rule procure more favor- 
able prices than those not supplying letters of credit, since in the 
latter case the exporter assumes the burden of financing and the 
credit risk. 

The exporter has the following advantages: He knows that the 
moment he has prepared the shipping documents in accordance 
with the letter of credit, he will be able to obtain cash for the ship- 
ment or that his draft will be accepted by a bank of known stand- 
ing. Such an acceptance not only is easily convertible into cash, 
but also releases the exporter from any responsibility for its pay- 
ment. 

The most important point, however, is that the burden of financ- 
ing the transaction is borne by a financial institution or by the 
money market as a whole and not by the exporter or the importer. 
This will become clearer if one traces the changes in ownership of 
the draft from the time it is drawn by the exporter on a bank in 
New York. The exporter will invariably sell his draft to his own 
bank or to a bill broker. The bank in turn may hold the bill until 
maturity, or may sell it in the open market through a bill broker. 
This bill may go through three or four banks and may eventually 
reach the Federal Reserve Bank of New York, which may purchase 
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it for its own. account or for account of a foreign central bank. In 
this manner, therefore, the burden of financing is shifted to the 
open money market, and is carried by those institutions which 
have surplus funds. 

Letters of credit may be classified into the following types: 

Commercial letter of credit, as against traveler’s letter of credit. 
The type of letter of credit described before is the commercial letter 
of credit. A traveler’s letter of credit is merely an instrument sold 
by banks to people traveling abroad, authorizing the correspondent 
banks abroad to pay to the beneficiary named in the letter up to the 
amount stipulated in the letter of credit. The traveler’s letter of 
credit is of no importance in financing foreign trade. 

The commercial letter of credit may be divided into the following 
classes: revocable and irrevocable. A revocable letter of credit is 
one in which the bank of the importer (the credit-issuing bank) 
reserves the right to cancel the credit before its expiration date by 
giving notice to the concerned parties. From this, however, it 
should not be implied that a revocable letter of credit can be re- 
voked at any time. Actual practice in the United States and in 
Great Britain, as well as court decisions, have held that once the 
exporter has essentially completed the contract, the letter of credit 
cannot be revoked. An irrevocable letter of credit cannot be can- 
celled by the issuing (importer’s) bank prior to the expiration date 
without the consent of the beneficiary (exporter). It constitutes 
an obligation of the bank to accept or pay the exporter’s drafts 
drawn in compliance with the terms of the letter of credit. The 
correspondent bank acts merely as an agent of the issuing bank and 
assumes no obligation. 

A further classification is into confirmed and unconfirmed letters 
of credit. A confirmed letter of credit is one that the correspond- 
ent bank located in the country of the exporter has confirmed to the 
exporter; the bank therefore cannot revoke it under any circum- 
stances, so long as the exporter lives up to the conditions stipulated 
in the application for the letter of credit. Confirmation is a defi- 
nite promise of the correspondent bank that it will accept or pay 
the draft even if the issuing bank located in the country of the im- 
porter should refuse or be unable to honor it. Where the corre- 
spondent bank merely notifies the exporter but does not add its 
guaranty, the letter of credit is unconfirmed. There are conse- 
quently the following three types of letters of credit: (a) revocable 
by the importer’s bank and unconfirmed by the correspondent (no- 
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tifying) bank, (b) irrevocable by the importer’s bank but uncon- 
firmed by the notifying bank, and (c) irrevocable by the importer’s 
bank and confirmed by the notifying bank. Usually letters of 
credit are irrevocable and confirmed or revocable and unconfirmed. 
A revocable and confirmed letter of credit is impossible, since no 
bank will obligate itself to pay or accept the exporter’s drafts if the 
bank abroad which acts for the importer and which has opened the 
credit has the right to revoke it. A confirmed irrevocable letter of 
credit means that neither the bank of the importer nor the bank of 
the exporter has the right to revoke the credit. In addition to the 
above major classification of letters of credit, there are the follow- 
ing types. 

Assignable and non-assignable letters of credit. An assignable 
letter of credit is one which may be transferred by the beneficiary 
to another party. A non-assignable letter of credit is one which 
cannot be transferred by the beneficiary named in the letter of 
credit. An assignable letter of credit is usually issued to a repre- 
sentative of the importer when he does not as yet know who actu- 
ally will be the exporter of the merchandise. Once the representa- 
tive of the importer has found a suitable person or firm (exporter) 
able and willing to ship the goods on the importer’s terms, the letter 
of credit will be assigned to that party. 

Revolving and non-revolving letters of credit. The revolving 
letter of credit automatically renews the stipulated amount avail- 
able to the beneficiary during a certain period of time in accordance 
with the terms contained in the document. This type of credit 
was developed to facilitate transactions between two parties who 
are in more or less permanent and continuous business relationship. 
Dealers in international commodities (staples) traded in on organ- 
ized exchanges, who, owing to daily price fluctuations, usually 
transact their business by cable, frequently arrange for a. revolving 
letter of credit in favor of their representative abroad. In this way 
they hold funds available for advantageous purchases. 

The revolving letter of credit is generally adapted to the particu- 
lar requirements of the parties involved, but two types have become 
standardized, as will be illustrated by the following examples: (1) 
An importer in Buenos Aires arranges for a revolving letter of credit 
for $50,000 in favor of an exporter in New York, authorizing the 
exporter to draw on a New York bank amounts covering individual 
shipments. If the exporter presents to the bank the shipping docu- 
ments and a draft for $10,000, the bank will pay or accept the draft, 
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reducing the credit to $40,000. However, after the importer has 
paid the $10,000 draft, the original amount of the letter of credit 
($50,000) becomes again available to the exporter. If the exporter 
at any time exhausts the $50,000, he can draw no more on the bank 
until the importer has met all or some of the drafts. In other 
words, the full amount of the credit or such parts thereof as have 
been repaid by the importer automatically become available to the 
exporter. (2) The exporter draws the full amount of the credit in 
one draft. Upon payment of the draft by the importer, the same 
amount is again available to the exporter under the same provisions 
as stipulated in the original letter of credit. 

A non-revolving (fixed) letter of credit expires when the amount 
specified by it has been drawn up to the full extent 

Another type of letter of credit is the ancillary letter of credit. 
It is an as sis tin g ( ancilla = servant) letter of credit based on an 
original letter of credit. The following example will illustrate it. 
Suppose an exporter m Australia has received a letter of credit for 
a shipment of wool. The exporter has no funds and no line of 
credit with a bank, and consequently is unable to buy the wool or- 
dered by the importer. He therefore requests the bank which has 
notified him of the letter of credit to open its own letter of credit to 
a third party (the seller of the wool) under the identical terms con- 
tained in the importer’s letter of credit. If the importer’s letter of 
credit is irrevocable, the bank will issue its own letter of credit (an- 
cillary letter of credit), honor the drafts of the seller (the owner of 
the wool) on receipt of the shipping documents, and cancel the an- 
cillary letter of credit. The exporter presents his draft for the 
amount of the original letter of credit, but receives only the differ- 
ence between the amount of the draft and the amount paid by the 
bank on the draft drawn under the ancillary letter of credit. 

Authority to purchase. Another method of financing foreign 
trade, particularly with the Far East, is the “authority to pur- 
chase,” also called “authority to negotiate.” This is a letter ad- 
dressed usually by a Far Eastern bank to its branch or agency 
abroad instructing it to buy (negotiate) the drafts drawn by an ex- 
porter or an importer located in the Far East. The following ex- 
ample will illustrate the operation of an authority to purchase. 
Let us assume that A in Shanghai has bought machinery from B in 
New York, payment to be by 90-day drafts. A and B have had 
business relations over a long period of time, and B has no anxiety 
over the credit standing of A. However, B has exhausted his line 
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of credit and is unable to discount the bill drawn by him on the 
Chinese importer. He therefore asks the importer, A, to arrange 
for an authority to purchase. A goes to his bank, let us say the 
Bank of China, and applies for an authority to purchase. In the 
application A requests his bank to instruct by mail or cable its agent 
in New York to purchase the 90-day draft drawn by B (exporter) 
on A (applicant-importer) for a certain amount if accompanied by 
documents evidencing a shipment of machinery prior to a specified 
date. If the bank approves the application, A signs a “letter of 
guaranty” in which he obligates himself to the bank to accept the 
draft and honor it at maturity. The bank then mails or wires to 
its agent in New York instructions to buy the exporter’s drafts (au- 
thority to purchase) under the conditions stipulated by the im- 
porter in his application, and to advise the beneficiary thereof. 
The agent in New York sends a letter (advice of authority to pur- 
chase) to B, informing him that he is willing to buy the exporter’s 
draft drawn on A under the terms of the authority to purchase. 
When the exporter has put the machinery on board ship, he pre- 
sents the draft with the documents to the agent and obtains pay- 
ment, provided the documents comply with the terms of the au- 
thority to purchase. 

Thus far the operation of the authority to purchase is not dif- 
ferent from that of a letter of credit. It differs, however, in the 
following important aspects. Whereas a letter of credit gives rise 
to a banker’s bill — that is, a bill drawn by an exporter on and ac- 
cepted by a banking institution — the authority to purchase gives 
rise to a trade bill, or draft drawn by an exporter or an importer. 
Since trade bills as a rule sell at a higher discount (lower price) 
than bank bills, the financing of trade through an authority to pur- 
chase is more expensive to the exporter than that through a letter 
of credit. Second, whereas in the case of a letter of credit the ex- 
porter, once the bank has accepted the draft drawn by him, is only 
secondarily liable (that is, liability would arise only in case the ac- 
cepting bank should fail), in the case of an authority to purchase, 
the liability of the exporter remains until the importer has honored 
the draft, except where the exporter has endorsed the draft with the 
words “without recourse.” If, for example, in the case described 
above the importer in China fails to pay the draft, the agent in 
New York would bring suit against the exporter in New York, who 
is then primarily liable on the trade bill. Authorities to purchase 
permitting the exporter to endorse with the phrase “without re- 
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course” — meaning that in case the drawee (importer) fails to pay, 
the drawer (exporter) cannot be called upon to redeem the draft — 
are seldom issued. 

Authorities to purchase may be revocable or irrevocable. A re- 
vocable authority to purchase is one in which the issuing (Far East- 
ern) bank reserves the right to revoke its instructions to its agent to 
purchase the drafts. In such case the agent’s “advice of authority 
to purchase” to the exporter contains the clause “subject to cancel- 
lation by giving you notice to such effect.” If the issuing bank re- 
vokes the authority to purchase, the agent merely notifies the ex- 
porter that the authority which he has received from his bank 
abroad to buy the draft has been cancelled. Such revocations as a 
rule take place when the credit standing of the importer has 
changed materially in the meantime. An irrevocable authority to 
purchase is one in which the bank has no right to revoke the au- 
thority. This, however, does not mean that the exporter is not 
liable under the bill. It simply means that when the exporter has 
presented the draft with the documents, the agent of the foreign 
bank will not be able to refuse to buy the draft. 

Advance on collection drafts. This represents a method of fi- 
nancing foreign trade jointly by the exporter and the exporter’s 
bank. As in the case of a straight collection, the exporter turns 
over to his bank the shipping documents and the draft for collec- 
tion, but in this case the bank grants the exporter a loan up to a 
certain percentage of the face amount of the draft. The percent- 
age depends upon the character and marketability of the shipped 
merchandise. In case of staple commodities (wheat, wool, rubber) 
a greater amount will be advanced than in case of merchandise of 
specialized nature without a ready market. After the draft has 
been paid by the drawee, the bank retains the amount of the loan, 
plus interest and collection fees, and credits the balance to the ex- 
porter. 

Discount of drafts. Where the credit rating of the exporter is 
high, and especially when he has a line of credit with his bank and 
is in need of funds, he may discount the draft drawn by him on the 
importer. In such event the bank credits the account of the ex- 
porter with the face amount of the draft less discount and collection 
charges. 

Refinancing bill. The exporter turns over documents and the 
draft to the bank for collection, and the bank accepts a clean time 
draft of the exporter drawn on itself. This “refinancing” accept- 
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ance is a banker’s bill and can be sold by the exporter in the open 
market at a lower rate than the customary discount rate. 

R61e of government in financing foreign trade. During the 
world- wide economic crisis of the 1930’s, and in some instances even 
before that, the various governments adopted schemes to facilitate 
the financing of foreign trade. The assistance of the governments 
was directed to alleviate some of the risks involved m foreign trade, 
particularly after the institution of foreign exchange restrictions 
made it highly uncertain whether exporters would receive the pro- 
ceeds of their sales, and to supply credit on suitable terms. There 
were two types of government assistance before the war. One is 
the establishment of special banking institutions for the purpose of 
aiding in the financing of foreign trade, and the other is the adop- 
tion of export insurance plans. The latter have been in existence 
in a number of countries in Europe but were never introduced in. 
the United States. 

The export-import banks established by the United States Gov- 
ernment are an example of how governments endeavored to aid the 
financing of foreign trade through special banks. The United 
States Government organized in 1934 two export-import banks: the 
Export-Import Bank of Washington, D. C., and the Second Export- 
Import Bank of Washington, D. C., for the general purpose of aid- 
ing in financing and facilitating the foreign trade of the United 
States. The capital of the banks was supplied by the United 
States Government, and the Board of Trustees is made up of high 
Government officials. The Export- Import Bank was intended pri- 
marily to handle transactions with Russia and the Second Bank to 
facilitate United States trade with Cuba. Owing to a resolution of 
the Board of Trustees, the Export-Import Bank cannot extend any 
credits to the Soviet Union until a satisfactory arrangement has 
been concluded regarding the obligations of the Russian Govern- 
ment to the United States and its citizens. The Export-Import- 
Bank, therefore, did not operate at all and its functions were later 
changed. The power of the Second Export-Import Bank was offi- 
cially described as follows: “To do a general banking business; to 
purchase, sell, negotiate and discount, with or without its endorse- 
ment, notes, drafts, bills of exchange, acceptances, including bank- 
ers’ acceptances, cable transfers, and other evidences of indebted- 
ness and, with the approval of the Secretary of the Treasury, to 
borrow money and rediscount notes, drafts, bills of exchange, and 
other evidences of debt; to purchase and sell securities, including 
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obligations of the United States or any State thereof, but not in- 
cluding the purchase with its funds of any stock in any other cor- 
poration; to accept bills or drafts drawn upon it; to issue letters of 
credit; to purchase and sell coin, bullion, and exchange; to lend 
money, and to do and to perform the necessary functions permitted 
by law to be done or performed in conducting such enterprise or 
business.” 

The bank thus has wide powers to aid in the financing of foreign 
trade. The bank, however, is primarily interested in assisting na- 
tionals of the United States in the development of sound foreign 
trade and in any transaction involving direct financing of exporters 
and importers. In exceptional cases, however, credit to a foreign 
purchaser will be granted provided the security offered is adequate 
and the shipper in this country participates in the risk to an extent 
satisfactory to the bank. 

The bank is ready to extend three types of credit: (a) credits of 
short maturity, running up to 180 days, for the purpose of facilitat- 
ing the movement of consumers’ goods (however, such short-term 
credits will be granted only when circumstances indicate that the 
commercial banks cannot handle the business in part or at all) ; 
(b) intermediate credits, that is, credits running from six months to 
a year, where the bank will endeavor to supplement existing credit 
facilities on terms and conditions which are considered advisable for 
specific credit purposes; and (c) long-term credits running up to 
five years. Such credits will be granted for the purpose of financ- 
ing the exportation of capital goods, and also under special condi- 
tions. 

By an Act of September 26, 1940, Congress expanded the scope 
of the Bank’s activity by authorizing it to “make loans to any gov- 
ernments, their central banks, or any other acceptable banking in- 
stitutions and, when guaranteed by any such government, a central 
bank, or any other acceptable banking institution, to a political 
subdivision, agency, or national of any such government,” for the 
purpose of aiding “in the development of the resources, the stabili- 
zation of the economies, and the orderly marketing of the products 
of the countries of the Western Hemisphere.” Loans for the above 
purposes may not exceed at any one time the amount of $500,000,- 
000 . 

In 1936 the Second Bank was liquidated, and its functions were 
assumed by the Export-Import Bank. In the period from its es- 
tablishment to the end of 1944, the Export-Import I lank, including 
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the Second Bank, made commitments for a total amount of $1,196,- 
036,192. Of these commitments, approximately $396,249,000 were 
canceled because the applicants either found that they did not need 
financing or obtained credit from private sources. Actual disburse- 
ments to December 31, 1944, amounted to $483,050,597, of which 
$258,538,393 have been repaid. Loans outstanding on December 
31, 1944, totaled $224,512,204, and undisbursed commitments ag- 
gregated $316,737,311. 

The September 26, 1940, amendment removed the hitherto exist- 
ing limitation upon the amount of credits that might be extended 
to any one country and established $700,000,000 as the maximum 
amount of loans or other obligations to it which the Bank may have 
outstanding at any one time. 

In July, 1945, the Bank’s loan authority was increased to $3,500,- 
000,000 in order to enable the United States to finance large ex- 
ports of capital goods. Of this amount about $1,000,000,000 will 
be made available to the Soviet Union. 

Supplementary exports procedure. Prior to the outbreak of the 
war, some countries, notably Germany, which have declared a mor- 
atorium on governmental and private external obligations, have 
developed a so-called supplementary exports procedure. This pro- 
cedure was possible because the individual debtors, including the 
government and political subdivisions, were paying the debt service 
on their external obligations in national currency but were prohib- 
ited from transferring it into the currencies of the creditor countries. 
Thus, holders of external bonds residing in the debtor country could 
obtain interest on these bonds m the currency of the debtor. As a 
result of this situation the external bonds, when brought back to 
Germany and registered there, were selling at a substantially higher 
price in Germany than in other countries such as the United States 
If a German exporter proved to the Foreign Exchange Office that 
his minimum irreducible price for a certain commodity could not 
compete in the international markets with prices quoted by export- 
ers of other countries and that he could not sell abroad without in- 
curring a loss, the Foreign Exchange Office permitted the exporter 
to retain a certain percentage of the foreign exchange proceeds of 
his exports to be used for purchases abroad of German external 
bonds. The exporter sold these bonds in Germany at the higher 
quotation, and the profit on the bond transaction offset the loss on 
like export. 

The following example will illustrate how the supplementary ex- 
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port procedure assisted the country in increasing its export, trade. 
Let us assume that a German exporter could sell abroad a certain 
quantity of goods for $10,000, but that the cost of the goods in Ger- 
many was $12,000 He sold the merchandise for $10,000 and 
turned over to the Reichsbank $5,000, for which he received reichs- 
marks at the official rate; with the remaining $5,000 he bought 
dollar bonds with a par value of $20,000. He sold these bonds in 
Germany for the equivalent of about $8,000. The exporter thus 
received for the merchandise $13,000 and made a profit on the 
transaction. Through this method a number of German exporters 
were in a position to undersell their international competitors. 
This, of course, did not entail any loss to Germany, since the loss 
was borne by the bondholders in the United States, who, on account 
of the default on the payment of principal and interest, were will- 
ing to sell their German bonds at a substantial discount. 

During World War II, Government financing of exports, espe- 
cially by the United States and Canada, reached an unprecedented 
magnitude. On March 11, 1941, the United States Congress 
enacted the Lend-Lease Act, which authorized the President to 
place large quantities of commodities, as well as all kinds of services 
and facilities, at the disposal of foreign nations which later became 
members of the United Nations. Unlike the intergovernmental 
loans of World War I, which represented monetary obligations, 
lend-lease does not have to be repaid in cash and consequently does 
not constitute a monetary debt of the recipients. Up to the end 
of the month of May, 1945, the value of lend-lease extended by the 
United States Government amounted to $41,208,000,000, while the 
United States received reverse lend-lease or aid from the Allies 
valued at $5,500,000,000. 

The Canadian Government did not adopt a policy of granting aid 
in the form of lend-lease, but instead made substantial outright 
gifts to its allies, notably Great Britain. These gifts, known as 
“mutual aid,” were intended to enable the recipients to pay for 
their large imports from Canada. 


Queitions for Study and Review 

1. How may governmental regulations affect the financing of foreign trade? 

2. Name three ways of financing m which the burden is borne by the importer; 
three ways m which it is borne by the exporter; two, by the importer’s bank; 
three, by the exporter’s bank. 

3. Define D/P draft; D/A draft; letter of credit. 
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4. Outline the various steps that are taken m financing through a letter of 
credit, naming and explaining the paper employed at each step 

5. Name various documents that may accompany a bill of exchange 

6. Distinguish among (a) revocable and unconfirmed letter, (b) irrevocable 
and unconfirmed letter, (c) irrevocable and confirmed letter. 

7. What is the purpose of an assignable letter of credit; of a revolving credit ? 

8 Explain how the authority to purchase is used 

9. Explain how supplementary exports procedure has been employed by Ger- 
many as an aid to export trade. 


Problems 


1 . 


A Buenos Aires wholesale dealer in radios purchased from a New York firm: 
500 radios trademark “SOS” 

500 “ “ “Electra” 

500 “ “ “Carlson” 

500 “ " “RCA” 


300 “ “ “GM” 


for a total amount of $50,000 The radios were to be shipped not later than 
October 10th by direct route and insured with Lloyds m London. Consular in- 
voice and Certificate of Origin are required. Conditions of payment: 

$10,000 on date of shipment; 

20,000, 30 days after shipment; and 
20,000, 90 days after shipment 
available m drafts under a letter of credit 


The importer has an account with Bank “A” m Buenos Aires, Bank “A” main- 
tains correspondent relations with Bank “B” in New York City. 

(a) Draw a diagram showing m chronological order the various steps taken 
by the importer, the exporter, and the two banks, beginning with the application 
for the letter of credit 


(b) How much of the $50,000, if anything, does the New York firm receive 
when it presents to Bank “B” the bill of lading and the required documents? 

(c) Bank “A” refuses to honor the papers on the ground that the bill of lad- 
ing indicates transshipment m Havana, Cuba. Has Bank “B” any redress ? If 
so, against whom? 

(d) The importer in Buenos Aires assumed an obligation of $50,000 payable 
at future dates. He has Argentine pesos but no dollars, and he will sell the radios 
for pesos. The Argentine currency is off the gold standard and fluctuates m 
terms of dollars. (1) What risk is the importer incurring? (2) Describe the 
method of eliminating this risk. 

2. John Doe, New York City, sold on August 10th to Richard Roe in Atlanta, 
Georgia, merchandise for $1,000 payable by a SQ-days’ acceptance at 4 per cent 
interest per annum. Draft was presented for acceptance August 13th Richard 
Roe has an account with the FYdton National Bank m Atlanta. Fill out the 


trade acceptance blank in accordance with the above data. 
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CHAPTER 24 


Financing the Consumer 


The average man and credit. One harbinger of the “more 
abundant life” for the average man has been the ever-widening dif- 
fusion of credit. Credit, originally the prerogative of kings and, 
later, the bondslave of business, has become latterly to an increas- 
ing extent the servant of Everyman. And, let it be remembered, 
the greater part of this development has come smce 1910. 

The delay in furnishing the average man with credit facilities was 
due to the lack of adequate machinery to provide consumption 
credit, the keen demand for credit (and capital) for production, 
and certain deep-seated social inhibitions and prohibitions, many 
of which were embodied in the laws covering borrowing and maxi- 
mum legal interest rates. 

Business credit. Borrowing was, theoretically at least, largely 
for “productive” purposes until very recently, when, as some theo- 
rists have expressed it, a scarcity economy was succeeded by a sur- 
plus economy. As emphasis on production has given way to em- 
phasis on consumption, the possibilities inherent in consumption 
credit have come to the fore. In fact, the field of consumer credit 
was exploited by aggressive business organizations long before its 
economic soundness was accepted by students of economic theory. 

Credit utilized directly for the production of goods normally fur- 
nishes its own means of repayment of principal and of a service 
charge called interest. While the productive character of such a 
loan is generally admitted, the equally productive nature of credit 
used to increase sales has only recently been established. It was 
not denied that installment selling reduced the unit costs and in- 
creased the profits of the individual firms utilizing it. The most 
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serious objection was the social one, which a leading Western 
banker expressed as follows: “Wage earners are mortgaging future 
earnings for the gratification of present-day pleasures without 
thought of the morrow that may bring with it sickness and unem- 
ployment.” From the economic standpoint, John Stuart Mill held 
that the consumer’s loan was a “detriment to the source of wealth.” 
No serious evaluation of the economic and social effect of utilizing 
credit to finance consumption was made until Professor Seligman’s 
comprehensive and thorough-going study, The Economics of In- 
stallment Selling, appeared in 1927. His efforts provided the cloak 
of respectability and orthodoxy for a business that had always been 
profitable even though it had received no academic benediction. 

Personal credit. At this point, it may be well to consider the 
points of similarity and distinction between production credit (or- 
thodox) and consumption credit which were adduced by Seligman. 

Production credit is, of course, the credit used to facilitate, or 
make possible, production. There are three different and impor- 
tant concepts of production : 1 

1. The physical concept: the creation of wealth; ie., bringing something into 
existence — the classical doctrine of Adam Smith 

2. The pecuniary concept: the surplus of income over outgo; ie, profits — the 
business man’s viewpoint 

3. The psychological concept: the surplus of utilities over costs, or of results 
over sacrifices — the social viewpoint. 

As was pointed out, consumption credit is profitable and thus is 
productive under the second concept. Its greatest productivity 
falls under the heading of the third concept. It is productive so- 
cially because it helps create the basic satisfactions and welfare 
which are the real purpose of wealth creation. In addition to 
gratification of wants, the object financed through consumption 
credit may be directly productive, as in the case of new clothing 
which enables a salesman to improve his appearance and increase 
his sales. It is clear that the orthodox emphasis on form utilities 
is outmoded in modern society, where psychic utilities are so im- 
portant. 

Economic aspects of consumption finance. A discussion of the 
economic aspects of consumer finance would appear unnecessary in 
a textbook on banking. Yet the recent growth in importance of 

1 After Seligman For complete discussion see Seligman, E. R A , The Economic » 
of Installment Selling (Volume 1), Harper and Brothers, New York, 1927. 
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this type of credit and the prejudice which its development as a 
field of finance encountered, particularly in commercial banking 
circles, make a detailed exposition necessary. 

As indicated earlier, the current emphasis is on marketing. 
Mass distribution is the order of the day. But mass distribution 
necessitates mass financing. Financing the consumer is not an 
empty phrase ; it is an economic necessity. The wide distribution 
of automobiles, radios, refrigerators, oil burners, and a thousand 
and one other modern “conveniences” bears eloquent testimony to 
the latter statement. It is generally admitted that installment 
selling by the producer increases volume and lowers costs and 
prices; the latter still further increases volume; and so on in the 
American tradition of mass production. 

On the debit side, installment finance undoubtedly increases the 
amplitude of the swings of the business cycle. By advancing the 
time of purchase, it accents the boom phase of the business cycle, 
as people will take advantage of this credit to the fullest extent only 
when the outlook is rosy. Contrariwise, in the downward swing of 
the cycle, purchasers must liquidate previous “temperamental buy- 
ing,” as the French put it, out of diminishing income Further- 
more, some installment purchasers develop a fear of debt and re- 
solve to buy only on a cash basis. Not only does the demand for 
the credit diminish, but sellers often find themselves financially un- 
able to offer the liberal installment credit terms which characterized 
their previous operations. This decline would be greater were it 
not offset by the increased liberality of well-financed firms which 
offer easy credit terms as bait to overcome increased sales resistance. 
But whatever the underlying reasons, the volume of consumer 
credit falls off sharply and, undoubtedly, deepens and prolongs the 
depression phase of the business cycle. 

From a social and political standpoint, the discontent caused by 
personal debt in “hard times” is the most serious shortcoming of 
consumption finance. Demands for relief from debt, when it be- 
comes difficult or inconvenient to pay, are to be expected; they are 
a natural by-product of depression. But the great inorease in 
debtors who vote, caused by the wide utilization of consumption 
credit, is a potential and too little realized danger to democratic 
government. 

The social implications of installment selling (which is what we 
have, largely), as opposed to installment buying (which is what we 
should have), should not be overlooked. Numerous laws have been 
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passed to prevent flagrant exploitation of the users of such credit, 
on the ground that they are economically unable to protect them- 
selves. But serious abuses are prevalent even with respect to such 
obvious matters as interest rates. 

Legal aspects of consumption finance. Although consumption 
loans have been made since the beginning of recorded history, the 
problem of the proper interest rate has not yet been solved. In 
some respects, it is further from a solution than it was in 2300 b.c., 
when Manu, the great lawgiver, established a rate of two per cent 
per month in India. Since that time, Hammurabi, Nebuchadnez- 
zar, Artaxerxes, Ptolemy, Roman emperors, kings, queens, and leg- 
islatures in the temporal sphere, and prophets, Popes, and Holy 
Writ in the ecclesiastical sphere, have promulgated standards and 
established limitations — centuries of effort, yet a completely satis- 
factory solution has not been found. 

The real problem centers on the proper rates to be charged on 
loans to needy or necessitous borrowers. Obviously, the necessi- 
tous borrower does not have an equality of bargaining power with 
the lender. To remedy this inequality, efforts have been made 
since the earliest times to protect such borrowers by statutory pro- 
visions setting maximum interest rates. These laws or usury stat- 
utes set rates which protected business men and large borrowers, 
but necessitous borrowers received little protection from them. 
The maximum rates were usually fixed at a figure which, though it 
looked high to business men, did not allow a reasonable profit on 
the small loans typical of this field. Legitimate capital went else- 
where, and “loan sharks,” expert in evading the law, met the de- 
mand of the consumer. 

Operating illegitimately, the “loan sharks” were thoroughly un- 
scrupulous and ruthless. They bled their victims white with in- 
terest rates from twenty to three hundred times the maximum legal 
rate. Social condemnation and criminal prosecution failed to stop 
these evasions of the usury statute. For every loan shark sent to 
the penitentiary, countless others continued their operations under 
the cloak of obscurity and anonymity. As late as 1935 in New 
York City, “loan sharks” operated in the very court buildings where 
their less fortunate brothers were being tried and convicted. Con- 
servative estimates at that time placed the annual volume of ille- 
gitimate lending in New York State alone at $45,000,000. While, 
owing to the growth of licensed lenders, this volume has declined 
considerably since then, it is still shockingly large. In fact, ex- 
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perience demonstrates the impossibility of completely elimina ting 
the loan shark, particularly in large urban centers. 

In 1907, organized charity in New York City requested the newly 
chartered Russell Sage Foundation to investigate the connection 
between “loan sharks” and poverty. The Foundation, having been 
chartered to aid in the betterment of social and living conditions in 
the United States, willingly undertook the survey, and the findings 
disclosed such a serious social problem that the Foundation organ- 
ized the Division of Remedial Loans in October, 1910. Thanks to 
the efforts of the Foundation, the public was eventually convinced 
that a separate small loan field was a necessity. To meet the needs 
of this field, the Foundation proposed that special legislation be 
drafted to regulate loans for necessitous purposes at rates higher 
than those permitted by existing usury statutes. A model law, 
known as the Uniform Small Loan Act was thereupon drafted and, 
through vigorous campaigning, has since been adopted by 32 states, 2 
while the twelve other states have either passed small loan laws of 
their own which differed materially from the Uniform Act or have 
no such legislation whatever. 

The Uniform Small Loan Act required lenders to be licensed and 
permitted a flat rate of 3 */> per cent per month on unpaid balances, 
but it prohibited all other fees and charges. Furthermore, the 
maximum amount which could be loaned at these rates was placed 
at $300. The law also provided for adequate loan records open to 
State inspection, for proper documents to define clearly the obliga- 
tion assumed by the borrower, and for forfeiture of license to the 
State for departures from the law. The licensed small loan com- 
panies are known as personal finance companies and are treated in 
a later section of this chapter. 

It should be clearly understood that the Uniform Small Loan Act 
does not apply to the other lending agencies in the field of consumer 
finance. These other agencies likewise find it necessary to charge 
higher rates than the so-called legal rates. Pawnbrokers, credit 
unions, and Morris Plan lenders each have specific statutes govern- 
ing their operations and granting them immunity from the usury 
statutes as long as stipulated interest maximums are observed. 
The installment finance companies are on less certain ground, but 
so far their right to exist has not been successfully challenged 
legally. 

In general, all consumption finance agencies exist by virtue of 
certain a? to maximum rates, etc 
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special permissive and regulatory legislation — that is, permission to 
charge in excess of the usury statute rate on their loans, with conse- 
quent regulation and supervision to insure the attainment of the 
real purposes of the relaxation of the statute and to avoid abuses. 
Hundreds of court decisions have established the legal soundness of 
such legislation. The Supreme Court of the United States, as well 
as various State courts of last resort, have sustained the constitu- 
tionality of the small loan and similar laws. The legal right of a 
State to grant exemption from the usury laws to such specialized 
types of loans is so well established that, in general, it can be taken 
for granted. 

General survey of personal credit institutions. The uncon- 
scionable rates charged by the “loan sharks” indicate the intensity 
of the demand for personal credit. The huge volume of their loans 
at virtually prohibitive rates gives an idea of the economic need for 
such credit. The potential size of this field is indicated by the fact 
that probably less than 10 per cent of the American people are in a 
position to command credit at a commercial bank. The credit 
needs of the remaining 90 per cent must be met by other agencies. 

Social solicitude for the needy group of small borrowers has 
caused efforts to meet their needs on a charitable or at least semi- 
philanthropic basis In general, such efforts have failed; at best, 
they have been woefully inadequate. The borrowers themselves 
seem to prefer that their credit needs be handled on a business 
rather than a charitable basis. 

Remedial loan societies. These are semi-philanthropic (lim- 
ited-dividend) agencies that still survive in this field. They may 
be described as modified pawnshops operating at rates lower than 
those of the regular pawnbrokers. They are not very important; 
there are less than 30 in the entire country. One of these, the 
Provident Loan Society of New York, extends approximately two- 
thirds of the total volume of all remedial loans. 

Pawnbrokers. The importance of the pawnbroker as a source 
of small cash loans is not generally appreciated. It is estimated 
that pawnbrokers lend around $165,000,000 a year on the security 
of pledged personal property. Rates vary from 24 per cent to 120 
per cent per annum, 36 per cent being the most typical rate. 
Pawnbroking is usually done in conjunction with small-scale retail 
merchandising operations in unredeemed pledges and similar goods. 
It is hard to realize that pawnbrokers make nearly 30,000,000 loans 
each year, but this is the case, as their average loan is less than $7. 
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Numerically, their loans greatly exceed those of the commercial 
banks. 

The regulation of the operations of pawnbrokers with respect to 
rates and sale of unredeemed pledges is in a chaotic condition. 
Regulation varies widely, and most States leave the problem to 
local authorities. 

“Industrial” banks. The Morris Plan banks and institutions do- 
ing business along similar lines comprise the industrial banks. 
Starting in Norfolk, Virginia, in 1910, these lending institutions 
have developed until they now have more than 678 lending offices 
and make loans of some $600,000,000 annually. The name Morris 
Plan epitomizes this type of banking. Arthur J. Morris was the 
original driving force behind the growth of the Morris Plan organi- 
zations, although other organizations soon developed along similar 
lines. A special “plan” of lending is the essence of all these insti- 
tutions, whether or not they use the Morris Plan name. 

This “plan,” much of which is copyrighted, involves a contractual 
avoidance of the usury laws by the simple device of selling install- 
ment “investment certificates” to borrowers. (Thus, technically, 
at least, the advance of money is not a loan.) This investment 
certificate is then pledged with the company to secure the contract. 
Regular payments are made on this certificate over the agreed pe- 
riod. When fully paid, it is cancelled against the loan contract. 

In states, such as New York, where the Morris Plan operates as 
a bank, investment certificates are no longer used; instead, a de- 
posit account is opened and hypothecated to secure the advance. 
By agreement, regular deposits are made, and at the end of the loan 
period the loan is paid by a charge against this account. 

Morris Plan companies operate under special legislation in 18 
States, including New York. In 13 other states they operate as 
ordinary business corporations without specific legislative authori- 
. zation. In such cases, the general banking laws may, or may not, 
apply; hence they are placed on an uncertain legal basis. 

The Morris “plan” introduced the “co-maker” idea into the small 
loan field. Borrowers are required to furnish the written guaranty 
of two or more responsible persons that the contract will be faith- 
fully performed. These guarantors of the credit of the borrower, 
to preserve the contract fiction, are called “oo-makers.” Legally, 
they can be held for principal and interest due on the installment 
contract. 

These lenders pride themselves on the wide variety of loan plans 
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which they offer to different types of borrowers — more than fifty 
different types of loans being currently available. Thus, co- 
makers, originally the very essence of Morris Plan lending, are not 
generally required when collateral is put up to secure the loan. 
Many other variations from the standard pattern have been de- 
veloped into special loan plans for competitive purposes. 

Generally, a charge of 6 to 8 per cent of the entire loan is de- 
ducted in advance. An additional service fee is likewise deducted 
in advance. This fee, which is intended to cover the investigation 
of the borrower, is not uniform. Ordinarily, it is 2 per cent on a 
loan of $100 and a lower percentage for larger amounts. The bor- 
rower, who thinks he is paying 6 per cent, is really, owing to the 
service charge, weekly repayments, and discount features, paying 
on a $100 loan an annual rate of nearly 18 per cent for the time he 
actually has the use of the money. 

Personal loan departments of banks. The personal loan de- 
partments of commercial banks are merely modifications of the plan 
just described. Co-makers are generally required, and several of 
the other features of the plan have been copied. While higher 
than 6 per cent, the actual per annum interest rates are consider- 
ably lower than those of the Morris Plan, as most of the banks do 
not charge an investigation fee. A special feature of most personal- 
loan department plans is the requirement of insurance on the life of 
the borrower to protect the co-makers in case of death. 

The lower interest rates, of recent years, on the conventional 
types of loans and investments have furnished a tremendous in- 
centive for the commercial banks to go after this business. The 
negligible bad debt losses on monthly-repayment small loans looked 
particularly attractive to the commercial banks after their depres- 
sion experience with gilt-edge borrowers. It is not surprising, 
therefore, to find a great increase in the activity of commercial 
banks in the small loan field. It is anticipated that this trend will 
continue, the increasing competition forcing lower interest rates 
with resultant social benefit. 

In addition to small loans, industrial banks and the personal loan 
departments usually handle other forms of consumer financing, 
such as installment paper covering the sale of household utilities, 
automobiles, and similar items. 

The personal finance companies. The small loan companies, 
licensed under the Uniform Small Loan Act, are called personal 
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finance companies Regulation of their activities is secured by per- 
mitting only licensed lenders to receive the benefits and protection 
of the Act. Non-licensed lenders charging more than the legal rate 
of interest are precluded from bringing action in the courts to re- 
cover interest, and in some States, New York for example, both 
principal and interest are cancelled. Furthermore, if the usurious 
rate is very much in excess of the maximum legal rate, the lender 
faces criminal prosecution as a “loan shark.” 

As contrasted with the “plan” lenders, less than 10 per cent of the 
loans of the personal finance companies are made on the security of 
co-makers. About 90 per cent of these loans are secured by chattel 
mortgages on the furniture and household possessions of the bor- 
rower. These mortgages are taken chiefly for the moral effect, as 
they are rarely foreclosed. The better companies foreclose only in 
cases of bad faith, as they have found that the expenses involved 
and the ill-will incurred exceed the value of the used chattels. Fur- 
thermore, from the standpoint of public relations, they do not care 
to assume the responsibility for breaking up a home by seizing the 
furniture. 

Their regular method of charging interest on unpaid balances 
lends itself to an adjustment of difficult situations by extension of 
the payment dates. It is a plain matter of good business for them 
to nurse along honest debtors, who because of unemployment, sick- 
ness, or other causes are temporarily unable to meet the loan pay- 
ments. In serious situations, they often go further and waive in- 
terest charges and payments on principal, since most of the 
companies realize that they are dealing with a social as well as a 
financial problem. 

The personal finance companies are called “the poor man’s 
banks,” but they differ widely from the commercial banks, which 
lend credit by means of book entries. The personal finance com- 
panies hand out cash over the window — they lend money, not 
credit. No credit expansion is possible. Every dollar they lend 
must be from capital, as they are not permitted to accept deposits. 
Their annual loan volume ranges from 1% to 2 times their capital, 
whereas the commercial banks’ loans and investments range from 5 
to 15 times their capital funds. 

The foregoing characteristics of this type of banking must be kept 
in mind in any consideration of the rate charged. The Uniform 
Small Loan Act permits licensees, in most States, to charge a maxi- 



456 


FINANCING THE CONSUMER 


mum flat rate of 3% per cent per month on the unpaid balance. 
This means an annual rate of a little more than 42 per cent, which, 
offhand, certainly seems high. 

It is unfortunate that the teim “interest” is used in the Uniform 
Act to apply to this charge, as, from the lender’s standpoint, the 
interest (charge on the capital) is the smallest cost element in- 
volved in the transaction. The considerable expense involved in 
keeping the detailed record of the small weekly or monthly pay- 
ments, the costs of investigation, and the costs of collection are the 
big expense items. Bad debts are ordinarily a minor factor in costs, 
as the companies find it advisable from the standpoint of morale to 
make continuous and exhaustive collection efforts. Except in cases 
where the possibility of the break-up of a home or the necessity of 
charity makes cancellation of the debt advisable, they do not hesi- 
tate to spend considerably more than the loan balance to prevent 
borrowers from developing careless credit habits. Even though it 
would often be cheaper to charge off the notes and forget about 
them, the companies realize that such a shortsighted policy would 
quickly demoralize the small loan field. Heavy collection expenses 
are thus a necessary cost of conducting the small loan business. 
These various costs, which are to a great extent peculiar to the 
small loan field, are lumped together and called “interest,” when 
they really are chiefly special charges due to the nature of the busi- 
ness. The personal finance companies find it necessary to carry on 
a continuous educational campaign to offset public criticism of their 
“interest” rates. 

Approaching these charges from another angle, the personal 
finance companies are retailers of cash-credit. Their average loan 
is under $150, yet their investigation and collection expenses, since 
the real basis of their lending is character, must necessarily be sev- 
eral times greater than on a $10,000 commercial bank loan. The 
small size of the average loan makes the expenses bulk very high on 
a percentage basis. 

As was indicated earlier, these companies can lend only their own 
capital, and their capital costs are quite high, as they are, compar- 
atively, a new industry. Further, a large part of the public, 
through lack of understanding, has tended to look on their opera- 
tions with disfavor and has discriminated against their securities. 
The larger companies, however, during the last decade, have been 
able to go directly to the capital markets to raise funds. Their en- 
lightened public relations policies are gradually overcoming preju- 
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dices and reducing capital costs. Competition will pass this on tc 
the borrower in the form of lower rates. 

While they have been caustically referred to as the “42 per cent 
bankers/’ the plain fact is that only the companies with superior 
management have been able to pay their high capital and other 
costs and make a profit. The high type of management required 
for success has caused the formation of several chains of these lend- 
ers through mergers, consolidations, and management contracts. 
Application of the chain-store idea permits a central management 
group to devote itself exclusively to a solution of the manifold 
financial and human problems involved in the successful operation 
of the small loan business. 

By and large, management in this field has been very progressive 
and forward-looking.- Personal finance companies adopted a well- 
formulated code of ethics long before the NRA fiasco. They have 
continually emphasized the human, the social, side of the problems 
involved in their operations. To maintain standards, they have 
organized state associations and a national trade association called 
the American Association of Personal Finance Companies. 

In the whole country, there are more than 4,500 licensees under 
the Uniform Small Loan and similar acts. Their annual loan vol- 
ume is more than $900,000,000, and they lend to nearly 4,000,000 
borrowers each year. The poor man’s banking system is indeed an 
important “banking system” within the banking system. With the 
growth of the corporate system of doing business, which reduces 
the number of individual owners eligible for commercial bank 
credit, and with the increasing tendency of commercial banks to 
demand collateral, more and more present-day bank customers will 
have to turn elsewhere for loans. While it is impossible to forecast 
the extent to which commercial banks will meet this trend by open- 
ing personal loan departments, if the past is any criterion, the nat- 
ural conservatism of the bankers will prevent them from fully meet- 
ing the demand. 

In any event, the personal finance business has a most promising 
future, especially if it is found possible to reduce charges with 
greater volume and lower capital costs. 

Sales finance companies. The sales finance company is by far 
the largest agency of consumer credit. Such companies finance 
nearly 50 per cent of the total dollar volume of installment selling, 
the remainder being carried by Morris Plan companies, by personal 
loan departments of banks, and directly by the sellers. Finance 
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companies confine their operations to the field of partial payment 
sales; they finance only the merchandise needs of customers for 
approved goods, as opposed to the other institutions treated m this 
chapter, which advance money to meet the general credit needs of 
borrowers. Thus, installment finance companies are more of an 
adjunct to merchandising than functionally distinct banking in- 
stitutions. They are tied up far more closely to the movement of 
goods than to the credit needs of individuals. 

Originally, these companies financed only the retail sale of cer- 
tain kinds of consumer goods. They soon broadened their field of 
operation by financing wholesalers also. This broadening con- 
tinued, until lately they have engaged in financing the sale of dif- 
ferent kinds of producers’ goods (capital goods), such as machinery, 
retail store equipment, and similar things. As this last phase of 
their busmess has become quite important, they can no longer be 
considered as exclusively consumer finance agencies. 

The security for the advance (balance above cash down-pay- 
ment) to the seller is the assignment of the conditional sales con- 
tract to the finance company, plus a contractual arrangement 
whereby the seller takes over all repossessed goods and reimburses 
the lender on an agreed basis. This is called the recourse plan. 
It ties up the seller’s credit on a contingent basis, at least, because 
of this recourse feature. The credit burden is not unequivocally 
borne by the purchaser, as it should be and is in the other methods 
of financing in this field. Other variations include a non-recourse 
plan, the repurchase agreement plan, and the lease agreement. 

Recent reductions bring the charges for this financing on new au- 
tomobiles down to a range of 13 per cent to 20 per cent per annum 
on the credit used. Before that, rates were higher. Considering 
the size of the down payment, the protection of the conditional 
sales contract or lease agreement, coupled with the insurance re- 
quired by the companies and the recourse features, it is apparent 
that these rates have been unconscionably high. The drastic rate 
reductions of the larger companies demonstrate the truth of the 
foregoing statement. 

Automobile, both new and used, account for about one-half of all 
installment paper. The total volume of all installment financing, 
including the paper carried by sellers themselves, ranges from four 
to six billion dollars a year, a figure which is all the more amazin g 
when it is realized that installment selling was inconsequential in 
volume until after the First World War. 
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Although the term “finance company” brings to the minds of 
most people the names of three or four huge companies which tend 
to dominate the field, actually there are in the United States more 
than 2,000 companies engaged in this type of financing. 

Cooperative credit institutions. Americans, individualists 
though they are, have accepted the cooperative idea in the credit 
union much more readily than in any other field. Nonetheless, the 
credit unions are as yet relatively unimportant. They began in 
Massachusetts in 1910. But powerful foundations, skilful prop- 
aganda, direct aid of many States, and, finally, the assistance and 
organizing efforts of the Federal government have all been of little 
avail — the credit unions just have not caught on. The credit 
union idea of self-help is a beautiful principle in theory; in prac- 
tice, it doesn’t seem to work out in America. 

The American credit union stems from such foreign cooperative 
credit institutions as the Raiffeisen and Schulze-Delitzsch organiza- 
tions in Germany and the famous French-Canadian credit union, 
Caisse Levis, but it has a distinctly American form. It is a mem- 
bership corporation which sells stock to members in amounts as low 
as 25 cents a week and, in turn, loans the pooled funds only to 
members, all profits being shared cooperatively. Most of these 
loans are solely on a “character” basis, although some are made on 
the co-maker plan. 

Rates charged vary from 5 per cent to 20 per cent per annum on 
unpaid balances. Special legislation in most States exempts credit 
unions from the usury statute. Since they rarely maintain regular 
offices, but meet instead at stated intervals in halls and clubrooms, 
and the officers usually serve without pay except for a nominal 
amount for the secretary, they are able to pay substantial dividends 
with these rates. 

Credit unions can be successfully operated only in closely knit, 
cohesive, natural groups of employees with low labor turnover. As 
a practical matter, a credit union must be confined to the limited 
group of employees of a particular factory or a highly localized in- 
dustrial development. Such is the industrial type of credit union. 

There are a few agricultural-type credit unions, but, in general, 
their growth has been limited to the paternalistic efforts of certain 
States to help rural borrowers. Agricultural credit unions usually 
languish or expire when the State loses interest. 

A special type of credit union known as an axia is found among 

the foreign-born, especially in New York City, Ordinarily the 
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is a voluntary unincorporated form of credit union, limited to a 
single racial group. A few are organized as ordinary business cor- 
porations. Little is known about them, since they do not take out 
charters under the Credit Union Act and thus make no reports to 
State authorities. 

The total loans of credit unions of all types probably approach 
175 million dollars a year. Even that figure may be too high. 

Miscellaneous consumer credit agencies. There are several 
other agencies that extend credit to small borrowers who do not 
have access to commercial bank credit. These agencies also lend 
to borrowers who do have credit standing at regular banks. 

Thus, while a considerable part of the enormous policy loans of 
insurance companies goes to those able to command bank credit, 
nearly a billion dollars of the total of such loans has undoubtedly 
been borrowed by poor people who would otherwise have been 
forced to turn to other agencies of consumer finance. 

Employer loan funds and employer-employee mutual loan funds 
are available to employees in many companies. These are usually 
patronized only in emergencies or as a last resort. Both employer 
and employee frown on placing reliance on these funds for day-to- 
day needs. 

Labor banks, regularly incorporated commercial banks, organized 
to favor and extend special loan accommodations to particular un- 
ions or laboring men m general, have been uniformly unsuccessful. 
No purpose would be served by a discussion of them. 

Summary of sources of consumer credit. The accompanying 
table gives the many sources of credit available to small borrowers, 
and the security required. 

CONSUMER CASH-CREDIT AGENCIES CLASSIFIED 
ACCORDING TO NATURE OF SECURITY * 

Security for the Loan Lending Agency 

1. Tangible Property 

a. Deposited with the Lender Pawnbroker 

Remedial Loan Societies 

b. Retained by the Borrower Retailers’ Open Accounts 

Installment Finance Companies 

2 Shares or Certificates Building and Loan Associations 

Veterans’ Bureau 

8 Reproduced from The Personal Finance Business, by M R. Neifeld, by permie- 
aon. 
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CONSUMER CASH-CREDIT AGENCIES CLASSIFIED 
ACCORDING TO NATURE OF SECURITY (Coni.) 

Security for the Loan Lending Agency 

3. Cash 


a Cash Surrender Value of Life 
Policies 

b Savings or Thrift Accounts 


4 Endorsements or Co-signatures 


5. Mixed 

Shares or Endorsements, or Both 


6. Chattel Mortgage, Wage Assign- 
ment, Special Emphasis on Family 
Stability 

7. Personal Character of the Borrower 


8. Unsecured Notes, Special Emphasis 
on Wage Assignments — Hold-Back 
Salaries 


Life Insurance Companies 
Savings Banks and Savings Depart- 
ments of Other Banks 

Industrial Banks (Morris Plan and 
Others) 

Personal Loan Departments of Banks 
Other Small Loans by Banks 

Credit Umons 
Axias 

Mutual Benefit Associations 
Employer-Employee Funds 

Personal Finance Companies 


Employer Loan Funds 
Student Loan Funds 
Intra - family and Inter - individual 
Loans 

Unlicensed Lenders of All Kinds 


That there is a plethora of such agencies is plain. Yet the se- 
curity required severely limits the utilization of these different 
sources. Life insurance policies with cash surrender value are re- 
quired for loans from the insurance company; only members can 
borrow from credit unions; co-makers are required as security by 
certain agencies, and so on. The surplusage is more apparent than 
real. The average man does not find it easy to borrow, although 
he can arrange for limited credit if he tries hard enough. 


Question* for Study and Review 

1. Why was the right of the average man to have credit denied until very re- 
cently? 

2. Demonstrate the "productive nature of credit used to increase sales.” 

3. Give the points of similarity and distinction betw«»n production credit and 
consumption credit. 
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4. What are the social, political, and economic dangers of installment finance? 

5. Why is it impossible to determine the proper interest rate m the field of 
consumption finance ? 

6 Specifically, how did the Russell Sage Foundation propose to put the "loan 
shark” out of business? 

7. What is the real "small loan problem”? 

8 Differentiate between the "industrial” banks and the personal finance com- 
panies on the basis of (1) method of operation, (2) rates charged, and (3) vol- 
ume of loans. 

9. Discuss the companies which operate under the Umform Small Loan Act. 

10. Describe the sales finance companies, emphasizing their method of lend- 
ing, rates, and importance m the field of consumer credit 

11. Summarize the reasons for the failure of credit unions to expand more rap- 
idly in America. 

Problems 

1. Calculate the total interest and other charges on the following loan* $100, 
received by the borrower and repaid m equal monthly installments over a 12- 
month period 

(a) From a personal finance company which charges 3%% per month on 
the unpaid balance. 

(b) From a Morris Plan bank which charges 6% interest and 2% investi- 
gation fee and discounts the charge. 

(c) From the personal loan department of a bank which advertises that it 
charges 6% on the loan, allows 2% interest on deposits made, and in- 
sures the life of the borrower (Insurance charge $046) 

2. Calculate the actual percentage rate of charges paid on the purchase of a 
new car with a delivered cash price of $700, a down payment of 33Vk%> the bal- 
ance in 12 equal monthly payments, insurance charges $38.63, and financing 
charges 6%. 
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CHAPTER 25 


Savings Banking 


Nature of savings banking. The two major divisions of the 
banking business are commonly designated as commercial and in- 
vestment. Commercial banking traditionally was devoted prima- 
rily to the extension of short-term credits to finance self-liquidating 
business transactions. The preceding pages have shown, however, 
that commercial banks perform many services in addition to this 
primary function, just as the modern drugstore is engaged in dis- 
pensing many things besides drugs. 

Savings banking falls within the second major banking category 
— that of investment banking, which is devoted to making long- 
term extensions of credit. 

Commercial banks have, from the early days of our banking his- 
tory, received savings deposits. Special institutions, called savings 
banks, have also performed this function in competition with them. 

Savings banks, like commercial banks, receive deposits. All of 
the deposits made in a savings bank, however, are time deposits. 
The funds thus received are then invested, for the most part, in 
longer-term commitments, in order to obtain a higher rate of return 
than is normally available on short-term liquid loans. This type 
of banking involves many operating and policy problems that are 
quite different from those which confront commercial banks. In 
effect, a savings bank performs the investment function for a num- 
ber of individuals, while assuring them of the ability to withdraw 
their funds without impairment of principal whenever they wish 
after reasonable notice and in accordance with the conditions under 
which the bank receives such deposits. 
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Savings deposits. Savings deposits constitute a more restricted 
category than time deposits. Any deposit which is not payable on 
demand falls within the broad classification of time deposits. 
However, a large portion of time deposits consists of funds, belong- 
ing to corporations and wealthy individuals, that are not required 
immediately but may be drawn out at any time as circumstances 
dictate, and which are given the time deposit classification so that 
interest will be paid on them until such time as they are needed. 
Savings deposits, on the other hand, represent those time deposits 
which are not likely to be needed by the depositor for a fairly pro- 
tracted or indefinite period. At the same time, the owners of these 
funds have the right to withdraw them by giving to the bank ad- 
vance notice, which ranges from 30 to 90 days in the various states. 

For members of the Federal Reserve System, the definition of 
savings deposits is fixed by law. Regulation Q of the Board of 
Governors of the Federal Reserve System, which covers this point, 
states: 

The term “savings deposit” means a deposit, evidenced by a passbook, con- 
sisting of funds (I) deposited to the credit of one or more individuals, or of a 
corporation, association or other organization operated primarily for religious, 
philanthropic, charitable, educational, fraternal, or other similar purposes and 
not operated for profit, or (II) in which the entire beneficial interest is held by 
one or more individuals or by such a corporation, association, or other organiza- 
tion, and in respect to which deposit — 

(1) The depositor is required, or may at any time be required, by the bank to 
give notice in writing of an intended withdrawal not less than 30 days before 
such withdrawal is made; 

(2) Withdrawals are permitted in only two ways, either (I) upon presenta- 
tion of the passbook, through payment to the person presenting the passbook, or 
(II) without presentation of the passbook, through payment to the. depositor 
himself but not to any other person whether or not acting for the depositor. 

It is thus seen that business corporation deposits may not be 
classified as “savings” deposits, regardless of the conditions which 
govern their withdrawal. 

Effective January 1, 1936, the Board of Governors fixed 2% per 
cent as the maximum rate of interest that member banks could pay 
on savings deposits, while the maximum was made 2 per cent on 
time deposits payable after 90 days, and 1 per cent on time deposits 
payable on written notice of less than 90 days. These maximum 
interest rates for savings deposits are subject to change by the 
Board. The Federal Deposit Insurance Corporation fixed similar 
top interest rates for nonmember insured banks. Some state 
banking authorities have set lower maximum rates, such as 1 per 
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cent in New Jersey established July 1, 1939. Where a lower rate 
has thus been set by State authorities, national banks within the 
state are subject to them also. 

The business of receiving savings deposits is now conducted by 
four different types of institutions. 

(1) Commercial banks receive savings deposits When received, 
the deposits are not segregated from the other assets of the institu- 
tion, but are commingled and placed m loans and investments along 
with other funds. However, the larger the proportion of its sav- 
ings deposits, the freer the institution normally feels to place its 
funds in longer-term assets. 

(2) The business of savings banking is conducted in a few states 
by stock savings banks. These institutions, which are organized 
much like state commercial banks, have m most cases become ordi- 
nary state banks and trust companies during recent years in order 
to broaden their banking activities 

(3) The most important of the specialized savings banking in- 
stitutions in the United States are the mutual savings banks. 
Their organization and operation are described in the following sec- 
tion of this chapter. 

(4) The fourth classification of savings banking institutions is 
the Postal Savings System, which is conducted by the Federal Gov- 
ernment through local post offices. Established in 1910, the system 
furnishes an agency in which individuals may deposit up to $2,500 
each and receive interest at the rate of 2 per cent. The banking 
difficulties of the early ’thirties caused a sharp rise in deposits of the 
Postal Savings System. In 1933 they surpassed a billion dollars. 
There has been some agitation to abolish the system on the ground 
that the Federal Deposit Insurance Corporation gives so much pro- 
tection to the small bank depositor that there is no longer any 
reason for the Federal Government to participate in the savings 
banking business in order to reassure the timid and to discourage 
hoarding. The contention that the existence of the Postal Savings 
System would avoid a good deal of money hoarding by those per- 
sons who, for one reason or another, would not place their savings 
in a private banking institution was chiefly responsible for its 
organization. 

A large volume of funds that would otherwise have gone into sav- 
ings deposits is now placed in United States Savings bonds (“baby 
bonds”), which are sold by the Treasury on a discount basis, and 
can be redeemed on demand after 60 days from purchase date. 
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The relative proportion of the nation’s savings deposits held by 
each of the various classes of banking institutions on June 30, 1942, 
was as follows: 1 

SAVINGS DEPOSITS IN THE UNITED STATES, JUNE 30, 1942 

Number of 
Amount Depositing 

$ 7,842,000,000 16,053,000 

7,294,000,000 14,923,000 

10,351,000,000 14,441,000 

Total • $25,487,000,000 45,417,000 

In addition, the Postal Savings System held $1,315,623,000 for al- 
most three million depositors on that date. It will be noted that 
the commercial banks (national banks, state banks, and trust com- 
panies) held aggregate savings deposits of over 15 billion dollars, 
received from over 30 million depositors. 

Mutual savings banks. The mutual savings banks, which have 
been in existence in the United States for more than a hundred 
years, are the most important institutions devoted entirely to sav- 
ings b ankin g. They were first established, characteristically 
enough, in Scotland, but have enjoyed their greatest development 
in the United States. They differ from ordinary banking institu- 
tions in several respects. They receive only saving deposits; they 
are eleemosynary in character; they are subject to far more rigid 
restrictions in their operation. 

Their capital is not provided by stockholders, the incorporators 
providing only a small initial guaranty and expense fund that may 
be returned to them out of subsequent earnings under stated con- 
ditions. Mutual savings banks are not conducted to make a profit 
for their owners. Rather, they are designed primarily to promote 
and foster thrift among the masses of the population. After ex- 
penses are paid, any returns that the banks may have obtained are 
either distributed among the depositors or are added to a surplus 
account, which gives a margin of safety for those who do business 
with these institutions. 

While, unlike commercial banks, mutual savings banks are not 
conducted for profit but rather to further the welfare of the com- 
munity, they are not subsidized by the government. They furnish 
an agency in which depositors pool their funds for mutual advan- 
tage, protected by a number of safeguards provided by state law. 

1 Report of the Comptroller of the Currency, 1942. 


Institutions 
National banks 

State banks and trust companies 
Mutual savings banks 
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Sound savings banking requires that the institutions be conducted 
carefully and conservatively. Hence, a second point of difference 
from commercial banks is the imposition of many legal restrictions 
on the operation of these institutions, to safeguard the savings of 
people of small means. 

Because of the absence of the profit motive, mutual savings 
banks are found almost entirely in the older sections of the coun- 
try. Furthermore, relatively few of them have been established 
in recent decades. The bulk of them are found in New England, 
New York, New Jersey, and Pennsylvania. On December 30, 1944, 
there were in the United States 543 mutual savmgs banks with de- 
posits of $13,376,000,000; well over 90 per cent, in number and de- 
posits of these banks, were located in the states mentioned above. 

Mutual savings bank operation. The state laws under which 
mutual savings banks operate generally specify a limit to the size 
of the deposits which these banks may receive. This precaution is 
motivated by two considerations. 

In the first place, the legislation properly seeks to limit the size 
of the deposit so that only true savings accounts will be received — 
not liquid funds for which individuals or corporations have no im- 
mediate use. It is assumed that, when a relatively low limit is set 
on mutual savings bank deposits, such funds will not be diverted 
from commercial banks when they properly belong there. Thus 
New York State limits to $7,500 the amount of deposits which a 
savings bank may accept from one person. Of course, this restric- 
tion can be circumvented to some extent by individuals who estab- 
lish accounts in the names of different members of the same family, 
or who make deposits in a number of mutual institutions. 

The second reason for limiting the size of savings bank deposits 
is to safeguard the institution against a sudden, sharp contraction 
of its deposits. At any one time a savings bank will naturally have 
a number of new deposits, while a number of existing depositors 
will be drawing down or closing out their accounts. By limiting 
the size of the individual deposit, the danger of sudden, heavy with- 
drawals is reduced, and a more even flow of funds into and out of 
the bank is assured. 

Practically all savings bank deposits are represented by pass- 
books; withdrawals are not permitted by check, and the actual 
presentation of passbooks is required in order to take out funds. 
Also, when a depositor withdraws his funds before the termination 
of a quarterly interest period, he does not receive interest for the 
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elapsed portion of that period. Thus, an added incentive is given 
depositors to leave their funds with the institution, rather than to 
effect numerous deposits and withdrawals of the type which a com- 
mercial bank regularly expects. 

Investments of savings banks. Having taken all of these pre- 
cautions to avoid erratic changes m the volume of its deposits, the 
mutual savings bank is in position to invest its funds with less re- 
gard for liquidity, or even marketability, than the commercial bank. 
Furthermore, state laws set up restrictions to assure that only high 
grade investments will be acquired. Unfortunately, such legal 
restrictions have imparted to savings bank investments a lack of 
flexibility, the results of which have not always been commendable. 
Savings banks have been largely restricted to real estate mortgages, 
government bonds, railroad obligations, and public utility bonds. 
A number of sound groups of bonds outside of these fields have 
been closed to them. State legislatures have been reluctant to 
liberalize savings bank investment laws, despite growing sentiment 
in favor of such revision, on the ground that such legislation might 
jeopardize the savings of the low-income classes of the population. 

When an investment ceases to conform with the legal require- 
ments in a given state, savings banks may not purchase it. How- 
ever, where they already hold such an investment, they may have a 
“reasonable time” in which to dispose of it. The discretion of 
banking superintendents may extend such a period to cover years. 

The New York law, regarded by many as the most modern of the 
savings bank investment statutes, authorizes these institutions to 
buy bonds of the United States Government, of states and munici- 
palities meeting certain standards, and of railroads and of public 
utility operating companies which can measure up to stated qualifi- 
cations. However, it is typical of the difficulty of legislating in 
advance to assure sound investment results that the New York 
State legislature suspended its criteria applicable to eligible rail- 
road investments for savings banks in 1931, to prevent a wholesale 
decimation of this legal list. In 1938, less severe requirements were 
applied to new investments in railway bonds, to reflect the less 
favorable conditions under which this industry operates. This ex- 
perience demonstrated the need for more flexible investment re- 
strictions which will not have to be suspended during depression 
periods. 

The New York State legislature in 1938 provided for the first 
time that additions could be made to the legal investment list of 
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issues not specified in the statutory investment provisions by the 
State Banking Board, upon the recommendation of at least 20 sav- 
ings banks m the State or the Savings Banks Trust Company. 
Under this provision of the law, several industrial bond issues of the 
highest grade have been added to the legal list for the first time, 
and a degree of flexibility has thus been injected into the determi- 
nation of bonds suitable for investment by these institutions. 

In addition, the New York State law authorizes mutual savings 
banks to make first mortgage loans on real estate, within the state, 
up to 60 per cent of the appraised value of improved, and 40 per 
cent of the appraised value of unimproved, property. In practice, 
savings banks have tended to put the larger portion of their funds 
into real estate mortgage loans because of the relatively high yields 
thus obtained. 

Savings banks, like other financial institutions, have greatly ex- 
panded their holdings of United States Government obligations in 
recent years. They have favored the longer-term issues, since they 
need the higher yield and are so much less concerned with liquidity 
than commercial banks. 

The 548 mutual savings banks in the United States, on December 
31, 1942, had total loans and investments of $10,378,000,000, dis- 
tributed as follows : 


Real estate, mortgage loans . . . . $4,811,000,000 

All other loans . . . . 92,000,000 

U. 8. Government bonds ... ... 3,449,000,000 

Government guaranteed bonds 251,000,000 

Federal Land Bank bonds, etc ... 5,000,000 

State, county, and municipal bonds . . . . 438,000,000 

Raihoad bonds. 550,000,000 

Public utility bonds ....... 435,000,000 

Industrial bonds 116,000,000 

Corporation stocks. .... 171,000,000 

Foreign sccuritias 49,000,000 


From the above discussion, it might be noted that mutual savings 
banks hold primarily long-term and to a considerable extent non- 
marketable assets. This situation places them in a relatively vul- 
nerable position if large withdrawals of deposits should occur. 
However, knowing that they were subject to a larger measure of 
regulation than were commercial banks, and aware of their past 
record of conservatism, the savings banks, by and large, maintained 
an impressive record during the period of numerous bank failures 
that began at the end of 1930. Right up to the time of the bank- 
ing holiday of March, 1933, mutual savings banks generally met all 
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demands that were made upon them by their depositors. Suspen- 
sions were virtually unknown. However, after the bank holi- 
day, these institutions took effective steps, described below, to 
strengthen further their ability to meet larger-scale withdrawals by 
depositors. 

Interest payments. By investing their funds in mortgages and 
high-grade bonds, mutual savings banks obtain an average rate of 
return that varies with changing money market conditions, but 
which is higher than that realized by commercial banks. Earning 
power is increased by the fact that, in addition to the funds of de- 
positors, over a period of years a surplus is built up out of excess 
earnings over interest payments, and this is similarly invested and 
so adds to the income of the institution. From these earnings are 
deducted the expenses of operation, which seldom are as high as one 
per cent of the deposits, and any write-offs and reserves that are 
necessary. The balance is available for distribution to depositors, 
since there are no stockholders who must receive dividends. 

Normally, 80 or 90 per cent of this balance of income will be dis- 
tributed among the depositors, the payment being made at the end 
of each quarter-year. This payment is not interest, strictly speak- 
ing, since the institution makes no commitment, in advance, to pay 
a given rate but merely distributes to its depositors as much of the 
balance of earnings available each quarter as the trustees deem 
advisable. Hence the payment is more properly described as an 
“interest-dividend,” rather than merely as interest. 

At times when savings banks have suffered losses due to defaults 
on mortgages and bonds held, they have a write-down problem 
comparable to that of commercial banks. The write-down can be 
effected against surplus accumulated in the past. When the losses 
have been particularly severe, however, it is common to spread the 
write-off over a period of years, so that part of the earnings of each 
year can be applied to this purpose. After a period of deflation, 
when losses become larger than normal, it is good policy for a sav- 
ings bank to pay a conservative rate of interest in relation to its 
income, in order to permit the institution to write off from current 
earnings the accumulated losses incurred at such a time. The con- 
duct of a mutual savings bank may be better understood from the 
following illustration. 

A given institution possesses $10,000,000 of deposits and has a 
surplus of $1,000,000. Let us assume that it obtains an average 
return of 3 per cent on its resources. Its annual investment in- 
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come would be $330,000. Generally, this return is made possible 
by the large proportion of real estate loans commonly made by sav- 
ings banks. Let us assume that expenses aggregate $110,000. 
Usually, since savings banks own their own buildings, rent is not 
a cost. This situation helps to hold down the expense total, as does 
also the relatively low rate of taxation to which these banks are 
subject. Deducting the expenses, we have $220,000 left. If $30,- 
000 is applied to write off losses on investments and 1% per cent is 
paid to depositors on their deposits, there is left $40,000, which is 
added to surplus. 

In order to bar competition for savings deposits through excessive 
interest payments, savings banks, like commercial institutions, 
must keep their distributions to depositors within the maximum 
rates fixed by the banking authorities. 

Management. Mutual savings banks are managed by a board of 
trustees that is self-perpetuating in character. Since these banks 
have no stockholders, the trustees are not representatives of the 
owners of the savings bank; rather, they represent the depositors 
collectively. 

Every effort is exerted to make the trustees regard their work as 
public service rather than a means of personal profit. They do not 
receive fees for attending meetings, as do the directors of commer- 
cial banks, and some efforts are made in the state laws to discourage 
indirect profits. However, trustees of mutual savings institutions 
usually may enjoy some advantages from their position. Thus, in- 
vestment bankers may direct the purchase of new securities; com- 
mercial bankers may obtain deposits from mutual savings banks in 
their own banks; and lawyers, where the state law allows, may gain 
directly or indirectly from title searching and other legal work that 
necessarily arises on a large scale in connection with the real estate 
mortgage loans of savings institutions. 

On the whole, management of mutual savings banks has been of 
a high order. There usually has been little question about its con- 
servatism. Most of the criticism, rather, has been directed toward 
the fact that Buch institutions often display inadequate initiative 
and do not always accommodate themselves rapidly to changing 
economic and financial conditions. 

Recent steps toward making savings banks liquid. Savings 
banks furnish individuals a means of saving money at a consider- 
able rate of interest while retaining the ability to turn their funds 
into cash, at will, on very short notice. These banks invest pri- 
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marily in long-term assets and yet must be ready to pay off deposi- 
tors within a month or less. Normally, deposits remain fairly 
constant, since new deposits practically offset withdrawals. 

The experience of the early ’thirties indicated, however, that for 
absolute safety, savings banks should be able to transform their 
assets into cash when needed. Consequently, a number of steps 
have been taken to assure mutual savings banks of the ability to 
meet heavy withdrawals, should they occur. 

(1) Mutual savings banks, like commercial banks and life insur- 
ance companies, embarked upon a policy of buying government 
bonds freely. Whereas, before the depression, government bonds 
constituted only a slight percentage of their total resources, because 
of higher yields available elsewhere, since 1932 such bonds have be- 
come a major factor in the portfolios of these institutions. It 
seems likely, in the future, that savings banks will always keep a 
large proportion of their resources in Federal Government obliga- 
tions as a liquid reserve, since the marketability of these bonds is 
protected by the fact that the Federal Reserve banks may buy them 
and they may be used at par as collateral for advances which mem- 
ber banks may obtain from their Federal Reserve institutions. 

(2) Mutual savings banks are now authorized to j'oin the Federal 
Reserve System, in which event they obtain the rediscount privi- 
leges of other member banks. However, since they must subscribe 
to stock in or, if prohibited by State law from doing so, mauitain 
a deposit with a Federal Reserve bank, equal to six-tenths of one 
per cent of their total deposit liabilities, most savings institutions 
have not applied for membership. 

(3) Mutual savings banks may become members of the Federal 
Home Loan Bank System, and thus obtain the privilege of borrow- 
ing on their mortgages, in the aggregate, a sum up to 12 per cent of 
their holdings of home mortgages. 

(4) Mutual savings banks may join the Federal Deposit Insur- 
ance Corporation, and thus give to their depositors the reassurance 
that comes with deposit insurance. Such membership greatly re- 
duces the danger of large-scale withdrawals, especially since most 
savings bank deposit accounts are within the $5,000 limit of Federal 
deposit insurance. 

Savings banks in New York State set up their own deposit insur- 
ance fund, to perform the same functions as FDIC insurance, but 
subsequently abandoned this plan when they concluded that de- 
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posit insurance could be conducted better on an inclusive, nation- 
wide scale. A separate insurance fund has been maintained in 
Massachusetts. 

(5) Savings banks in several states have set up special institu- 
tions of their own to furnish rediscount and other facilities that will 
help meet heavy withdrawals of deposits, should they occur. Thus, 
in New York State there has been set up the Savings Banks Trust 
Co., which is owned by the mutual savings banks of the state and 
transacts business only with them. It provides a complete invest- 
ment service to its members. The Savings Banks Trust Co., 
through its connections with commercial banks, is able to make 
available the resources of the Federal Reserve System to savings 
banks that need funds to meet heavy withdrawals of deposits. 
Also, the Institutional Securities Co. has been set up by the savings 
banks of the State for the specific purpose of purchasing mortgages 
from individual institutions that require increased liquidity, and 
servicing mortgage lending by the member mutual savings banks. 

Summary. Savings banking has represented a basic departure 
from the original principle of self-liquidating banking operation. 
The bulk of the funds of such institutions is invested in long-term 
bonds and mortgages, as we have seen. While these institutions 
have maintained a remarkably good record of ability to meet heavy 
deposit withdrawals when they occur, nevertheless during the past 
few years there have been taken a number of precautions that will 
enable savings banks in the future to raise, in case of need, large 
amounts of money on their non-liquid resources. In addition, by 
holding substantial amounts of government bonds, individual sav- 
ings institutions are better able than ever before to liquidate 
quickly the portion of their portfolios required. 


Question! for Study and Review 

1. What is the basic difference between commercial banking and savings bank- 
ing? 

2. What are the chief characteristics of savings deposits, as defined by the 
Board of Governors of the Federal Reserve System? 

3. What was the principal reason for the establishment of the Postal Savings 
System? Is this system still needed? 

4. What is the relative importance of each of the four classes of savings bank- 
ing institutions in this country? 

6. How do mutual savings banks differ from commercial banks in the matter 
of ownership? of regulation? 
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6. Why is the size of individual accounts in mutual savings banks limited? 

7. How are the investments of mutual savings banks restricted? 

8. What determines the rate of interest that mutual savings banks pay de- 
positors ? 

9. Outline the steps that have been taken to increase the liquidity of mutual 
savings banking 

Problems 

1. The X Savings Bank has $80,000,000 of deposits, on which it earns an 
average of 4 per cent per annum Expenses amount to $605,000 per annum. 
How much should be paid as an interest-dividend ? 

2. Mr Harry Corwin, lawyer, has the choice of participating m the promotion 
of a mutual savings bank or a commercial bank. Which should he prefer? 
Give reasons 

3 The Green Savings Bank management is told that by spending $150,000 on 
an advertismg campaign, it can increase deposits by $5,000,000 Should it em- 
bark upon this campaign? 

4. Real estate mortgages can be obtained on a 4% per cent basis Expenses, 
etc , which cannot be passed on to the mortgagors, amount to Vz per cent Gov- 
ernment bonds are available on a 3 per cent basis. Which type of commitment 
should the lending officer of a mutual savings bank recommend to his trustees? 
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CHAPTER 26 


Urban and Farm Mortgage Banking 


The nature of mortgage banking. Real estate, in the broad 
sense, constitutes the nation’s greatest business. The financing of 
urban and farm real estate development, therefore, constitutes one 
of the major divisions of the field of finance, and is performed by a 
large number of institutions, some specialized and others more gen- 
eral in character. 

The financing of real estate differs in several respects from other 
types of financing. Basic principles involved, however, are essen- 
tially the same. 

The financing of urban and farm realty is characterized, in the 
first place, by the predominance of the small unit. While there are 
a number of very large buildings in our cities and several large-scale 
farming enterprises, individual homes and smaller farms still con- 
stitute the great bulk of the real estate of the country. Second, 
while income is important in supporting real estate, like business 
credit; nevertheless, special stress has traditionally been laid on the 
protection given by the sales value of the pledged real property, 
which can be sold to satisfy the loan in the event of a default. 
Third, the legal procedure for the protection of mortgagees is rela- 
tively well defined, so that it is usually easier for the holder of a real 
estate mortgage to protect himself in case of default than is the case 
with other types of creditors. 

The business of mortgage banking is especially important in the 
United States because of the great expanse of the country and the 
very important r 61 e that urban real estate and agriculture have 
played in our economic development. Furthermore, the speed 
with which this development has taken place has tended to make 
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the burden of indebtedness resting on American real property rela- 
tively larger than is the case elsewhere in the world. As a result, 
mortgage banking in the past has not always been conducted upon a 
sound basis, and our history is replete with crises and failures of 
financial institutions incident to the inability of mortgagors to meet 
their obligations. 

History of mortgage banking in the United States. During the 
colonial period, and also in the decades shortly following the adop- 
tion of the Constitution, specialized mortgage banks were promoted 
to lend money on the security of farms. In many cases, the loans 
were made on an excessively liberal basis because they were in- 
curred during boom periods in which farm values soared to high 
levels justified only by speculative considerations. When values 
subsequently dropped and deflation of agricultural prices cut farm 
incomes simultaneously, the net burden proved excessive and de- 
faults became widespread. Since early mortgage banks usually had 
but meager capital resources, their record was far from good. 

During this earlier period, also, many commercial banks made 
real estate and farm loans, with or without mortgage security. 
Hence, each recurring crisis brought m its wake numerous bank 
failures caused primarily by defaults on mortgage loans. The 
panic of 1837, for example, involved an epidemic of bank failures 
that in some respects compared with that of 1930-1933. The pri- 
mary cause was the failure of numerous “wild cat” banks whoso 
chief activity was lending money directly or indirectly on farm and 
town realty. 

The Civil War period witnessed the establishment of a national 
banking system from which mortgage lending was excluded. As a 
result, the business of real estate financing was largely shifted to 
State banks and trust companies. As the pace of economic devel- 
opment of the country gathered momentum following the conflict, 
a number of other financial institutions entered the mortgage lend- 
ing field also. Foremost among these were the life insurance com- 
panies, the building and loan associations, and, later, real estate 
mortgage bond houses. 

The very severe depression and deflation of the years 1930-1933, 
following upon twenty years of rapid increase in both farm anti 
urban mortgage debt, brought far-reaching changes in this, as in 
other, sections of our financial machinery. A number of new insti- 
tutions, some emergency and some designed to be permanent, were 
quickly brought into being to meet the crisis and to take the place 
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of institutions that suspended or curtailed their activities during 
the deflation era. 

Farm mortgage banking. We shall first consider farm mortgage 
banking, both because it preceded the evolution of urban mortgage 
banking and because, being simpler, its fundamental principles may 
be more easily understood. 

At the present time, the total mortgage debt resting upon Amer- 
ican farms is less than $7,000,000,000. The Bureau of Agricultural 
Economics reports that the outstanding total of farm mortgages 
rose from $3,330,000,000 m 1910 to $7,857,700,000 in 1920 and 
$9,630,768,000 in 1930. Thereafter, there occurred a considerable 
deflation of farm mortgage indebtedness. 

Despite this large mortgage total, it remains true that a majority 
of American farms, either because of their small size or because of 
the policy of their owners, are not mortgaged. Recent estimates 
indicate that only about 40 per cent of American farms have mort- 
gages upon them. 

The total of farm indebtedness may decline further if there is no 
lasting increase in farm values. An increasing proportion of farm 
mortgages are of the installment type, and so will be repaid gradu- 
ally over a period of years. In the past, too many mortgages, both 
farm and urban, did not contain regular amortization provisions. 
This produced a tendency for farm mortgage debt to increase stead- 
ily, making periodic wholesale defaults virtually inevitable. The 
use of the installment mortgage on which the mortgagor makes 
regular payments, a logical and sensible scheme for the gradual 
liquidation of mortgage debts resting on real property, has been 
established as standard practice. Hence, the record of farm mort- 
gages, other things being equal, promises to be better in the future 
than in the past. 

The Federal Land Bank System. The Federal Government has 
for many years, in line with the practice followed in other countries, 
sought to facilitate borrowing on attractive terms by farmers. 
While the Federal Reserve Act, passed in 1913, contained special 
provisions to facilitate agricultural financing, such as the authority 
given the Federal Reserve banks to rediscount agricultural paper 
with a six-months’ maturity while ordinary commercial paper had 
to have a maturity of ninety days or less to be eligible, it naturally 
did not concern itself with long-term lending to farmers. There 
was criticism of this in western states, where it was argued that in- 
dustry was being aided more than agriculture. Accordingly, Con- 
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gress passed in 1917 the Federal Farm Loan Act, which set up a 
Federal Land Bank System. Subsequent legislation has enhanced 
its importance, so that the Land Banks are now the most important 
lenders on farm mortgages. In time, a very large part, if not the 
larger part, of outstanding farm mortgages in the United States 
will probably be held by these banks. 

The Federal Land Banks, twelve in number, serve as many dis- 
tricts, embracing the entire United States. These banks operate 
under the supervision of the Governor of the Farm Credit Admin- 
istration, who is located in Washington and is responsible to the 
Secretary of Agriculture. 

The business of the Federal Land Banks is to lend on mortgages 
having a value of not more than 50 per cent of the value of the 
farm land and 20 per cent of the value of permanent improvements 
pledged as security for the advance. These loans bear a rate of 
interest that is normally not more than 1 per cent higher than the 
interest rate on the last issue of bonds sold by the Federal Land 
Banks, and in no event higher than 6 per cent. Under emergency 
legislation, however, the banks were authorized to make loans at 
3 y 2 per cent, the Federal Treasury making this possible by sub- 
scribing to additional stock of the Land Banks. Amortization is to 
be effected through regular payments in from 5 to 40 years. Farm 
relief legislation enacted in 1933 reduced the interest and alleviated 
the sinking fund provisions on mortgages previously arranged. 

The Federal Land Banks obtain money from two sources. First 
and by far the most important, they sell their own issues of bonds 
secured by farm mortgages. These bonds are the joint and several 
obligations of the twelve Land Banks. Their investment status is 
enhanced by the general understanding that the United States Gov- 
ernment will come to the aid of the Federal Land Banks whenever 
they may get into difficulty, although it is not under legal obliga- 
tion to do so. The purchase of large amounts of additional stock 
in the Land Banks by the Federal Government in 1933, when de- 
faults on mortgages held were numerous, has tended to confirm 
this impression. Also, unless issued after March 1, 1941, interest 
on Federal Land Bank bonds is exempt from income taxes. Sec- 
ond, the Federal Land Banks raise capital by selling stock to bor- 
rowers and the Treasury. 

Most Federal Land Bank loans are made not directly, but 
through National Farm Loan Associations. These associations are 
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cooperative groups of ten or more farmers who wish to borrow, in 
the aggregate, $20,000 or more from the Federal Land Bank of the 
district. The farmer members turn over their mortgages, which 
meet the requirements laid down by the Farm Credit Administra- 
tion and the law, to the National Farm Loan Association, from 
which they are to receive 95 per cent of the face value in cash and 
5 per cent m stock of the Association. The Association, in turn, 
turns over these mortgages to the Federal Land Bank and receives 
95 per cent of their face value in cash and 5 per cent m stock of the 
Land Bank. 

As long as defaults on mortgage loans made by one National 
Farm Loan Association do not exceed 5 per cent of the aggregate, 
there is no loss to the Federal Land Bank, since the stock of the lat- 
ter held by the National Farm Loan Association is cancelled up to 
such an amount. Similarly, the individual farmers who have bor- 
rowed through a National Farm Loan Association absorb losses up 
to 5 per cent of the amount of the borrowings of their own group. 
This occurs through cancellation of stock of an Association in an 
amount equal to losses incurred on loans made to members, up to 
the face value of the shares. Local groups of farmers m this way m 
effect guarantee one another’s loans from the Federal Land Bank 
System up to 5 per cent of the amount each farmer borrows 

The emergency legislation of 1933, and subsequent measures, 
authorized direct loans by the Federal Land Banks as agents for 
the Land Bank Commissioner. These “Land Bank Commissioner 
loans” represent a considerable proportion of the loans. 

The operations of the Federal Land Bank System and the present 
status of these institutions are reflected in the balance sheet of the 
twelve Federal Land Banks combined, which is presented on 
page 480. 

The original Federal Farm Loan Act also provided for the crea- 
tion of a privately-owned system of Joint Stock Land Banks to sup- 
plement the Federal Land Banks and assure more aggressive com- 
petition in lending money to farmers. However, these institutions 
were not well managed in a number of cases, and a number of them 
went into receivership. Under legislation passed in 1933, lending 
by the Joint Stock Land Banks was stopped, and they were liqui- 
dated. 

The Federal Farm Mortgage Corporation. The Federal Land 
Banks, which are virtually a governmental agency, are the most 
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important lenders on farm mortgages. In addition, the Federal 
Government set up in 1933 the Federal Farm Mortgage Corpora- 
tion to facilitate refunding of outstanding farm mortgages into 

FEDERAL LAND BANKS 

Consolidated Statement (twelve banks combined), June 30, 1944 


Assess 

Mortgage loans, less matured pnncipal unpaid $1,243,897,936 26 

Purchase money mortgages, contracts, etc , less matured principal 
unpaid .... 88,837,927.94 

Extensions, less paitial payments . 2,514,650.29 

Delinquent installments, less partial payments . 4,601,640.35 

Accrued interest receivable on mortgage loans (not due) 15,664,070.57 


Total (less reserve, $70,241,682 79) $1,285,274,542.61 

Cash — Geneial funds . 28,334,510.52 

Deposits with the Treasurer of the United States 9,020,309.49 

Due from the Secretary of the Treasury (mteiest reductions and 
paid-in surplus) .... ... . 4,219,314.78 

Accounts receivable . . . 1,682,196 62 

United States Government obligations, direct and fully guaranteed 404,346,733.25 
Other bonds and securities . . . 3,602.00 

Accrued interest receivable on securities (not due) . . 1,635,825 GO 

Real estate owned, less reserve . . 8,643,085 26 

Loans called for foreclosure, judgments, etc., less reserve 2,908,061.88 

Loans in suspense . ... 2,066,500.32 

Deferred expense . . . . 2,380,093 58 

Other assets, less reserve . . . . ... 5,178,879.50 


Total . . $1,755,693,655.41 


Liabilities 

Federal farm loan bonds outstanding, less bonds held by banks $1,095,596,300.00 
Matured obligations (Federal farm loan bonds including interest) 1,843,796.00 

Notes payable . . 138,479,131.32 

Accrued interest payable (not due) 13,367,430.83 

Deferred proceeds of loans 688,946 43 

Accounts payable 931,208,90 

Trust accounts . . . 5,099,777.71 

Payments received on unmatured installments . ... 23,343,506.73 

Taxes and assessments due on bank-owned real estate 30,708.21 

Other liabilities , . . 2,330,782.69 

Deferred income 32,504.18 

Reserve for title losses . 

Capital stock ... 202,012,475.50 

Paid-m surplus , . 135,096,791.06 

Legal reserve 78,881,232.77 

Earned surplus 57,959,063.08 


Total $1,755,693,655.41 


obligations with a lower rate of interest. This corporation no 
longer makes loans, but is engaged in liquidating the mortgages it 
took over m 1933 and 1934. It was authorized to exchange its own 
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bonds, on which the payment of interest and principal is guaran- 
teed by the Federal Government, for outstanding farm mortgages 
held by financial institutions and individuals. These mortgages 
had to be scaled down, where excessive in amount, to 50 per cent of 
the value of the land and 20 per cent of the value of improvements 
pledged as security. The interest rate on such converted mort- 
gages was reduced to that prevailing on Federal Land Bank loans. 

The Federal Government, through the Federal Land Banks and 
the Federal Farm Mortgage Corporation, holds indirectly some 30 
per cent of the total amount of farm mortgages outstanding. The 
large-scale participation of the Federal Government in the farm 
mortgage lending business undoubtedly alleviated individual hard- 
ship m a number of cases. It has been defended by many, includ- 
ing some who regard the government’s entry into the banking busi- 
ness generally as of doubtful wisdom, as an emergency measure to 
ameliorate the effects upon helpless farmers of a major deflation 
period. The experience of both the Federal Land Banks and the 
Federal Farm Mortgage Corporation is hardly illustrative of what 
government conduct of banking may mean in other fields, since the 
Federal Government heavily subsidizes agriculture, and so itself 
largely helps farmers to service their debts. 

Other farm lending institutions. Among private lending insti- 
tutions, the most important in the farm mortgage field are the life 
insurance companies. At the end of 1944, they reported holding 
approximately $750,000,000 of farm mortgage loans. This repre- 
sented a sharp reduction, however, from the total of more than 
$2,000,000,000 of mortgages on farm properties held in 1920. The 
deflation of farm prices and resulting numerous mortgage defaults, 
competition from government agencies, and moratori um legislation 
combined to make farm mortgages less desirable as investments. 
Government competition has depressed rates and made farm mort- 
gages less attractive for private investors. These lower rates are 
the more discouraging because many states have passed moratorium 
statutes, under which mortgagors have been able to stop payment of 
interest and principal for a period without incurring the risk of fore- 
closure. Several such statutes have been upheld by the United 
States Supreme Court. Congress enacted a modified national 
moratorium statute on farm mortgages, the Frazier-Lemke Act of 
1935, as part of the National Bankruptcy Act. 

Next to the life insurance companies, the most important lenders 
on farm mortgages are commercial banks. They held $550,000,000 
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of such loans at the end of 1941. The balance of farm mortgage 
indebtedness is owned chiefly by individual investors, especially in 
rural communities. 

Intermediate and short-term agricultural finance. A number of 
government and private agencies specialize in making intermediate 
and short-term loans to farmers and live stock raisers. Because of 
the relatively longer period required to finance farmers’ working 
capital requirements, and the special risks involved due to weather, 
commercial banks have met these needs only in part, although in 
rural communities such loans have loomed large in the business of 
local banks. The Federal Intermediate Credit Banks, twelve in 
number, make loans that usually run from three months to a year 
to cooperative marketing and purchasing associations and local 
institutions that lend to farmers for intermediate terms up to three 
years. The Central Bank for Co-operatives and twelve District 
Banks for Co-operatives also help to finance cooperative marketing 
associations. Short-term loans are made by Production Credit 
Associations, which are financed through twelve Production Credit 
Corporations. Emergency crop and feed loans are made directly 
by the Farm Credit Administration. All these agencies, like the 
Federal Land Banks, are now part of the Farm Credit Administra- 
tion, an agency of the Department of Agriculture. 

The Commodity Credit Corporation, an independent agency, 
makes loans to farmers on specified crops, at times to an amount 
above the market price of such commodities. It is a price-support 
more than a credit agency. Such loans are made at the direction 
of the President, as part of the agricultural control program au- 
thorized by the Agricultural Adjustment Act and related legislation. 

Urban mortgage lending. Urban real estate financing has in 
recent decades exceeded by far the total of farm mortgage financ- 
ing. The Twentieth Century Fund has estimated that the volume 
of outstanding urban realty mortgages rose from $13,000,000,000 
at the beginning of the century to $35,000,000,000 in 1928. From 
that high level the volume of urban mortgage indebtedness declined 
to about $30,000,000,000 by 1945, as a result of foreclosures, repay- 
ments, and a subnormal volume of new building during the ’30s. 
Out of this total, about $12,000,000,000 are loans on small homes, 
and the balance on larger residential, commercial, or eleemosynary 
structures. 

Since the ability of owners of urban realty to maintain payments 
to mortgagees is not subject to the hazards of weather and declining 
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farm prices, it is usually considered safe to lend a larger proportion 
of the value of the pledged property than is the case with farm 
loans. This is particularly the case with what is known as “general 
purpose” property, such as homes and office buildings, for which an 
active market normally exists. Recently, however, there has been 
a tendency to place greater weight than formerly upon the income 
derived from urban property offered as security for loans, and cor- 
respondingly less upon the amount of the loan in relation to the 
appraised value of land and buildings. 

Because political agitation for its intervention was less active, the 
Federal Government did not enter the urban lending field directly 
until 1933. Since then, the government has made mortgage loans, 
guaranteed mortgages, and undertaken home building for low- 
income families on its own account. The National Housing 
Agency, since 1942, directs all such activities. It comprises the 
Federal Home Loan Bank Administration, the Federal Housing 
Administration, and the Federal Public Housing Authority. 

Savings and loan associations. Chief among financial institu- 
tions exclusively devoted to lending on urban mortgages are the 
savings and loan associations, which function throughout the coun- 
try. At the end of 1942, these associations were responsible for 
some $4,500,000,000 of such loans, which compared with a peak 
level of almost $8,000,000,000 before the depression. 

Building and loan associations are organized on the cooperative 
principle, and are not normally operated for profit. They lend on 
the security of first mortgages on homes, usually up to 70 or 80 per 
cent of the appraised value. Funds for this purpose are obtained 
through selling shares to be paid for on the installment plan. 
These shares usually have a par value of $250, and are paid for 
through regular weekly or monthly payments by subscribers. The 
period of payment is shortened by application of dividends declared 
on the shares to the principal. 

When a building and loan association encounters adverse condi- 
tions because of defaults on interest and principal payments and 
declines in the value of pledged property, it can meet the situa- 
tion simply by ceasing to pay dividends on its shares. Hence, if 
operated strictly in accordance with the basic principles just out- 
lined, it would be quite unusual for a building and loan association 
to fail. But many such associations, to hasten their growth, have 
accepted deposits subject to withdrawal and have given share- 
holders the privilege of withdrawing their payments under certain 
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conditions before the shares have been fully paid up. When they 
do this, their operation tends to resemble more that of a savings 
bank. 

Individual accounts in eligible building and loan associations up 
to $5,000 may be insured against loss through the Federal Savmgs 
and Loan Insurance Corporation. The insured associations then 
pay annual premiums of % of one per cent of the insured accounts, 
until a reserve fund has been set up equal to 5 per cent of the total 
insured accounts. 

Until 1933, building and loan associations were chartered by the 
several states. The Home Owners’ Loan Act of 1933 provided for 
Federal Savings and Loan Associations, which were to be under 
the supervision of the Federal Home Loan Board, would be entitled 
to Federal aid, and would automatically enjoy insurance of indi- 
vidual accounts up to $5,000. Almost 1500 such associations had 
taken out Federal charters by the end of 1942. 

The future of the building and loan association as a mortgage 
banking agency of prime importance seems assured, and these in- 
stitutions may again assume the leading place in the home loan 
field in the future. The chief competition comes from insurance 
companies and savings banks. Federal insurance of individual ac- 
counts, provided by the National Housing Act of 1934, has greatly 
added to their appeal. 

Mutual savings banks. Mutual savings banks, whose operations 
were discussed in detail in Chapter XXV, are responsible for the 
largest volume of real estate mortgage loans. At the end of 1941, 
they had outstanding almost $5,000,000,000 of such advances. 

The states in which mutual savings banks operate maintain their 
own restrictions on mortgage loans made by them. In general, the 
criteria set up approximate those of New York, where these institu- 
tions may lend up to 60 per cent of the value of improved and 40 
per cent of the value of unimproved property. 

Other mortgage lending institutions. A third important group 
of institutions lending on urban mortgages are the life insurance 
companies. In the aggregate, the life insurance companies held 
over $5,000,000,000 in urban real estate mortgages at the end of 
1945. State moratorium statutes and government measures tend- 
ing to reduce interest rates on real estate loans have made life in- 
surance companies more cautious in mortgage lending since the ’20s. 
However, they have been partial to the purchase of mortgages guar- 
anteed by the Federal Housing Authority. 
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Commercial banks also have been responsible for a large volume 
of urban mortgage loans, the total held at the end of 1941 being 
$4,383,000,000. The Banking Act of 1935, as has been already seen, 
both liberalized the mortgage lending powers of national banks and 
permitted them to make such loans up to the amount of their capi- 
tal and surplus, or up to 60 per cent of the amount of their time and 
savings deposits, whichever is larger. However, the same factors 
that have made insurance companies slow to expand their mortgage 
loans apply to the banks also. 

A very important source of demand for real estate mortgages is 
the trust companies, which purchase large amounts of such liens 
for trust accounts. In making such loans, they are subject to the 
restrictions on trustee investments contained in State laws In 
New York State, unless a trustee is specifically released by the deed 
of trust, it may lend no more than 66 2/3 per cent of the value of 
real property from trust funds. Exact figures are not available, 
but trust company holdings of real estate mortgages in trust ac- 
counts aggregate several billions of dollars. 

The Home Owners’ Loan Corporation and the Home Loan 
Banks. To facilitate the refunding of home mortgages into lower 
interest liens during the depression emergency, the Home Owners’ 
Loan Corporation was established in 1933. This agency, like the 
Federal Farm Mortgage Corporation, no longer makes loans, but it 
continues active as a liquidating organization. It loaned upwards 
of $3,000,000,000 to more than 1,000,000 home owners. 

The Corporation’s chief function was to exchange government 
guaranteed bonds, mostly bearing 2% per cent interest, for out- 
standing home mortgages. Such bonds were issued only up to 80 
per cent of the value of pledged property. Mortgages taken over 
by the Home Owners’ Loan Corporation were to be amortized by 
regular payments within 15 years. Thus, the corporation has 
helped to establish the principle of gradual repayment of mortgage 
debt, which had been even less common in urban than in agricul- 
tural mortgage lending. 

Apart from the Home Owners’ Loan Corporation, which was an 
emergency agency, there had been set up as early as 1932 the Fed- 
eral Home Loan Banks. These institutions constitute a permanent 
group of institutions lending to savings and loan associations, sav- 
ings banks, and insurance companies. They thus represent an ap- 
plication of the rediscount principle to urban mortgages. How- 
ever, their lending power is limited to a maximum of 12 per cent of 
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all the home mortgages owned by a member agency, and hence they 
are restricted in the extent to which they may aid their members. 
Upwards of 3,500 home lending institutions have joined the system. 

Federal mortgage insurance. The Federal Government has also 
set up a system of insurance of individual mortgages when held by 
banks and trust companies, building and loan associations, and 
other approved lending institutions, as a further means of facilitat- 
ing the borrowing of money for home building at low cost. This 
insurance, offered by the Federal Housing Administration, is avail- 
able on first mortgages on 1-4 family dwellings up to 80 per cent of 
the appraised value of the pledged property, with a m a x i m um of 
$16,000. Insured mortgages must be of the installment type, and 
may have a maturity up to 20 years. A premium of or 1 per 
cent per annum, depending on the type of transaction, is charged, 
but if it proves excessive, the excess will go to extinguish part of the 
debt. A limited amount of mortgages of low-cost housing develop- 
ments may be insured similarly. Authority is given for insuring 
90 per cent loans on houses costing no more than $6,000, with a 
maturity of 25 years. 

By requiring that insured mortgages be the first lien on pledged 
property, and by requiring that they shall be amortized by monthly 
payments during a period up to a maximum of twenty years, Fed- 
eral mortgage insurance has contributed materially to the improve- 
ment of real estate lending standards in this country. More than 
12,000 lending institutions have been approved for the making of 
such insured loans. Also, attempts have been made to market 
bonds secured by mortgages guaranteed by the Federal Housing 
Administration, thus creating a standardized type of mortgage bond 
that would replace the old-fashioned real estate mortgage bonds 
and guaranteed mortgage certificates which caused very heavy 
losses to investors during the deflation era of the early ’thirties. 

The FHA does not itself take over insured mortgages that have 
gone into default. It requires the owner of the mortgage to carry 
out the foreclosure, making some allowance for the expenses in- 
volved, and it then turns over four-year three per cent bonds, guar- 
anteed by the Government, for the foreclosed properties. Thus, 
the Federal Government avoids the political risks incident to fore- 
closing mortgages on its own account. 

Basic principles of mortgage banking. The preceding pages 
have been concerned largely with an outline of the major institu- 
tions that lend on farm and urban real estate mortgages. 
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On the basis of the experience of these institutions in the past, it 
might be said that mortgage banking is conducted soundly when it 
conforms to the following basic principles: 

(1) Individual loans should bear a reasonable proportion to the conservatively 
appraised value of the property, such valuation to reflect earning power 
as well as market prices of similar property. 

(2) Mortgage loans should not be made on special-purpose property which is 
not likely to enjoy a fair market durmg normal times 

(3) Mortgage loans should be based in part upon the mcome of the mortgagor 
or that which is obtained regularly from the pledged property 

(4) Provision should be made for the gradual repayment of these loans, so 
that a definite plan for the retirement of indebtedness against the property 
is assured 

(5) The rate of the amortization should be sufficient to assure that the loan 
will decline at least as rapidly as depreciation and obsolescence reduce the 
value of the pledged property and the income derived from it 

It is a function of an efficient mortgage banking system to pro- 
vide a regular flow of funds, at reasonably low but remunerative 
rates of interest, to owners of farm and urban realty within the 
scope of these principles. While it cannot be said that the Ameri- 
can mortgage banking system fully measures up to these require- 
ments, progress has been made in that direction. If the govern- 
ment will refrain from efforts to depress interest rates on such loans 
to unremunerative levels, considering the expenses to the lender and 
the risks involved, and if moratorium statutes and other such arti- 
ficial weakening of the quality of real estate liens are ended, con- 
siderable further advance towards the development of a sound and 
efficient mo'rtgage banking system in the United States should be 
witnessed. Such a system would contribute materially to the sta- 
bility of real estate values and building activity throughout the 
country. 

Questions for Study and Review 

1. How does real estate financing differ essentially from other types of bank- 
ing? 

2. What is mortgage banking? Why is it so important in the United States? 

3. Summarize the history of mortgage lending in the United States. 

4. What has been the trend of farm mortgage debt in the past 25 years? 

5. How does the Federal Land Bank System operate? 

6. How does urban mortgage financing compare in extent with farm mort- 
gage lending? 

7. What is the principle of operation of savings and loan associations? IIow 
safe is this type of enterprise when properly conducted? 
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8. How may accounts in such associations be insured? 

9. What types of mortgages may be insured with the FHA? 

10. Outlme five basic principles of sound mortgage banking. 

Problems 

1. A farmer finds that his land is appraised at $12,000, and his permanent im- 
provement at $3,500 How much could he borrow from a Federal Land Bank, 
and on what terms? Describe the role of the National Farm Loan Association 
in such a transaction 

2. A home owner’s property is appraised at $9,000 How much would he be 
able to borrow from the average building and loan association, insurance com- 
pany, and savings bank? What factors may affect the amount of the loan be- 
sides the appraised value of the property? 

3. A small apartment house has 10 apartments with an average yearly rental 
of $900 each. The repair and maintenance bill on the house is $2,400 per an- 
num, and. superintendent’s wages and other items are $1,600 Taxes are $1,500 
yearly On the basis of income, at how much would this building be appraised, 
allowing for a 10 per cent vacancy? How much can safely be loaned m the 
light of this income? 

4. The York Savings and Loan Association permits members to withdraw the 
payments they make on account for shares, if they do not themselves borrow, 
on 30 days’ notice. Also, sums left as payment for fully-paid shares receive 3 
per cent interest until withdrawn, if the shares are not taken out Is this sound? 
What changes m these arrangements would you suggest? 
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CHAPTER 27 


Fiduciary Services of Banks and Trust Companies 


Non-banking services of banks. Modern banks engage in many 
activities that have little, or nothing, to do with their mam func- 
tion. By far the most important of such activities is loosely re- 
ferred to as the “trust” business. This is the popular term for the 
many fiduciary services that trust institutions render to business 
and individuals. 

Banks and trust companies are not the only agencies that carry 
on such activities. Individuals, legally, can perform any fiduciary 
function. Lawyers, in particular, are continually engaged in carry- 
ing out fiduciary obligations. Historically, in fact, fiduciary serv- 
ices were performed exclusively by individuals until about a hun- 
dred years ago. 

Development of trusteeship concept. In 2548 b.c., in Egypt, 
TJah left a formal, witnessed will in which he appointed his wife 
executor of his estate, and a friend guardian of his son. The will of 
Sennacherib, the Assyrian Emperor, in the seventh century b.c., is 
another example of an early will. 

In another part of the world, in 457 b.c., an association was 
formed by a group of Japanese to manage and settle the estate of a 
wealthy noble. It is sad to record that this rudimentary trust com- 
pany met with instant and complete disaster at the hands of Ori- 
ental justice. On the theory that such a group could not have a 
conscience and, consequently, was unfit for the responsibilities in- 
volved, the Mikado ordered the entire group beheaded. 

The antiquity of the trusteeship concept is well established by 
many known cases, of which the foregoing are but interesting 
examples. 
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In a broader sense, the trusteeship concept lies at the very base of 
civilization. According to the Old Testament, Jehovah appointed 
Moses trustee of the people of Israel and gave him instructions to 
lead them out of bondage. At an early date the church was ap- 
pointed trustee of salvation, and for thousands of years the priest- 
hood was the sole trustee of education. Thus, the trusteeship con- 
cept is indeed a fundamental and sacred one. 

Corporate fiduciaries. Considered in the light of history, is it 
not surprising that modern man should look to a corporation, which 
“has neither a body to be kicked nor a soul to be damned,” for per- 
sonal trust service? The explanation is not hard to find, however, 
and, as might be surmised, it is an economic one. 

Unsatisfactory experience with the individual trustee — due to 
limited financial responsibility; the contingency of death, absence, 
or incapacity; the possibility of bad management or, even worse, of 
fraud— has caused a gradual shift to the corporate trustee during 
the last hundred years. After forty-four hundred years, and prob- 
ably more, of individual trusteeship, now in the short span of a 
century the corporate newcomer dominates the field — in the United 
States, at least. 

The continuity of existence and the financial responsibility of the 
corporate fiduciary have been important factors in this change. A 
fiduciary must proceed constantly through a “no man’s land” of 
doubt, uncertainty, want of judicial decisions, complicated facts 
sprinkled with the deadly mines of litigation, controversy, and 
financial loss. The atmosphere in which the fiduciary moves is 
charged with severe legal liabilities. Fiduciary service should be 
classified as a hazardous financial occupation. Adequate records, 
skilled personnel, and able investment and legal counsel are pre- 
requisite to success in this field. Public recognition of the advan- 
tages of the corporate fiduciary, in these respects, explains their 
phenomenal growth at the expense of the individual trustee. 

The word “fiduciary” has broad legal, financial, and moral sig- 
nificance. It includes the more narrow legal relationships of trusts 
and agencies, but is even broader than these two in its scope. Le- 
gally, the phrases “fiduciary relation” and “confidential relation” 
are interchangeable. The term “fiduciary” is broad enough to 
cover all the operations of trust institutions, except the banking and 
auxiliary services, such as insurance and safety deposit. 

The fiduciary concept is so broad that there are many such rela- 
tionships which a corporate fiduciary cannot undertake, and one, in 
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particular, wmch it would be unlawful for the fiduciary to attempt: 
the relationship between attorney and client, since corporations are 
forbidden to practice law. 

It should be noted, however, that, despite the legal distinction 
indicated above, the term “trust” is ordinarily used, even by cor- 
porate fiduciaries themselves, as synonymous with “fiduciary.” 
Nonetheless, the more precise legal usage is the correct one. 

Generally speaking, corporations are not permitted to undertake 
these “confidential relationships” unless specifically so authorized 
by law. Naturally trust companies are so authorized, since they 
are organized for that purpose. Commonly, however, trust com- 
panies engage in general banking activities also, and may be con- 
sidered as banks organized under the trust company law. A few 
trust companies — and their number is growing — confine themselves 
exclusively to fiduciary business. 

Trust companies are chartered under state law, either by special 
legislative act or under a special trust company statute. They are 
also supervised by the states that charter them. 

From the figures available in certain states that require reports, 
the known volume of assets managed by a few large trust com- 
panies, and various estimates and studies, it is probable that the 
trust companies now administer upwards of fifty billions of personal 
trust assets. Their corporate trust business is estimated to involve 
an aggregate two or three times larger; however, few statistics are 
available upon which to base such an estimate. 

State banks organized under the general banking law of a state 
generally have the authority to open a trust department and engage 
in that business. There are no exact figures, or even estimates, of 
the volume of trust business administered by state banks, but it is 
undoubtedly quite small in comparison with that of the trust com- 
panies and the trust departments of the national banks. 

National banks, prior to the passage of the Federal Reserve Act 
in 1913, were not permitted to engage in fiduciary or trust activities. 
Because of this disability, national banks, except in the East, often 
organized trust companies with similar names under state law when 
the potential volume of trust business warranted such action. 
Section 11-k of the Federal Reserve Act authorizes and empowers 
the Board of Governors of the Federal Reserve System to grant na- 
tional banks, upon application, permission to transact trust and 
fiduciary business and use the word “trust” in their names if they 
wish. The Act requires national banks exercising trust powers to 
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segregate all assets held in any fiduciary capacity and to keep a 
separate set of trust books and records. Furthermore, the trust 
department is specifically made subject to examination by state 
supervisory authorities. The Board of Governors, given such au- 
thority, has implemented the Act with several regulations the net 
effect of which has been to put the national banks on a competitive 
basis with the state institutions, although the former are not given 
any special advantages. 

Until the McFadden-Pepper Act of 1927 gave them indefinite 
(during good behavior) life, national banks suffered a handicap in 
securing trust business because their charters were limited to a defi- 
nite term of years, varied by statutes from time to time. With this 
last disability removed, their trust business began to increase at a 
rapid rate. 

Seventeen hundred and ninety- nine national banks had authority 
to exercise trust powers on December 31, 1943, with combined bank- 
ing assets of $55,418,476,506, which represents 35.63 per cent of the 
number and 85.9 per cent of the assets of all banks in the national 
banking system. 

Of the number authorized to exercise trust powers 1,494 banks 
had active trust departments and were administering 138,015 indi- 
vidual trusts with assets aggregating $12,425,461,874, and in addi- 
tion were administering 20,301 corporate trusts and acting as 
trustees for outstanding note and bond issues amounting to 
$8,689,375,301. 

Compared with 1939 these figures represent a net increase of 
1,564, or 1 1 per cent, in the number of trusts being administered; 
an increase of $3,141,554,598, or 33 8 per cent, in the volume of in- 
dividual trust assets; and a reduction of $1,079,351,423 or 11.05 per 
cent, in the volume of note and bond issues outstanding under 
which national banks had been named to act as trustees. 1 

Scope of fiduciary services. The financial aspect of corporate 
fiduciaryship is indeed an amazing one. The figure of over fifty 
billions of personal trust assets is practically beyond comprehen- 
sion. Yet this is merely one phase of their activities. The volume 
of corporate trusts administered is two or three times as large. 
Although the economic, social, and political aspects of such financial 
magnitudes will not be discussed here, these points should not be 
overlooked — in fact, they can hardly be overemphasized. 

On a functional basis, trust institution activities fall under three 


1 Report of the Comptroller of the Currency, 1944. 
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headings: (1) banking, (2) auxiliary or miscellaneous, and (3) 
fiduciary. 

(1) The banking activities are the conventional ones covered in 
the other chapters of this book. Special treatment is, therefore, 
unnecessary here. 

(2) The auxiliary services — such as fidelity insurance, title in- 
surance, and guaranty services — are discussed in a later section of 
this chapter. 

(3) The fiduciary services include' (a) trusts administered for 
individuals, (b) trusts for corporations, and (c) court trusts. They 
also include agencies for individuals and agencies for corporations. 

Legal nature of a trust. It should be clearly understood that 
the trust is a legal device and a very ancient one. Some writers 
trace the modern trust concept to the legislation which the Roman 
Emperor Augustus enacted concerning fidei commissum, (property 
m trust). Others, particularly the officers of trust companies, in- 
sist on a much earlier origin. Most legal authorities, however, 
agree that the modern trust developed from the ancient “use.” 

The use goes far back in English history — how far no one knows 
exactly. It appears, for instance, m the Domesday Book. The 
use was developed to serve several purposes, the chief of these being 
to evade the feudal burdens on wardship and marriage, the harsh 
laws of forfeiture for treason and escheat for felony, and the Stat- 
utes of Mortmain. It was also utilized to achieve the effect of the 
modern will, since testamentary disposition of land was not per- 
mitted by early English law; and to permit religious organizations, 
such as the Franciscan Friars, to enjoy the benefits of the ownership 
of land without violation of their oaths of poverty. One of the 
very earliest records of the use in land is that of a conveyance of 
land in the city of Oxford, in the second quarter of the thirteenth 
century, for the benefit of the Franciscan Friars. 

Historians assert that more than half the land of England was 
held in trust at the end of the fifteenth century. Certainly, there 
is no lack of precedents, and it is safe to say that the trust is one of 
the most firmly grounded principles of American jurisprudence. 

The trust looked to equity for its enforcement, as it was never 
recognized by the common law. The invention and development 
of the trust are considered the greatest contribution of equity to 
modern economic organization. Trusts are now recognized in the 
law. State legislatures have passed specific statutes governing the 
creation of trusts, their regulation, duration, and (in some states) 
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administration. In certain states the administration is still left 
chiefly to the jurisdiction of courts of equity. 

A “trust” may be defined as an arrangement by which confidence 
and legal title are reposed in one party, known as the “trustee/’ for 
the benefit of another, known as the “beneficiary.” Legally, there 
are three distinct parties to the usual trust: (1) the creator, who 
may also be the beneficiary; (2) the trustee, who may also be the 
creator; and (3) the beneficiary, or cestui que trust. In essence, 
the trust separates ownership and enjoyment, since the trustee 
holds legal title and the beneficiary has equitable title. 

The vesting of legal title in the one in whom confidence is re- 
posed is the distinguis h i n g characteristic of the trust. This factor 
differentiates it from the other fiduciary relationships. In agency, 
for example, the agent does not have title. 

The trust, strictly speaking, differs from contract, as considera- 
tion is not necessary, and gives rise to certain implied and statutory 
duties in addition to those expressly stated in the trust instrument. 
In view of the confidence reposed in the trustee, the courts have 
thrown every possible safeguard around the performance of duties 
involved The trustee is held to much higher standards of action 
and ethics than would be the case if the trust instrument were 
merely a contract. Legally, there is a great difference : the contract 
has its origin in common law, and, as noted before, the trust was 
originally enforced only in courts of equity. 

Early English experience with trusts indicated the danger of per- 
mitting perpetual trusts. Such trusts are now forbidden, except 
for charitable purposes, under the rule against perpetuities. A 
“perpetuity” is an estate that cannot be alienated (transferred 
other than as originally directed), as one jurist put it, “even though 
all mankind joined in the conveyance.” Wisely, the law inter- 
venes to prevent the ownership of property from reaching such a 
static state. The rule against perpetuities varies in different 
states; however, the one which is most usual, and which is known 
as the “common law rule,” forbids holding an estate intact for more 
than a life (or lives) in being at the time the trust is created, and 
twenty-one years after, except in the case of a posthumous child 
who would inherit. In this instance it may be held nine months 
longer, at most. The trust must be distributed to the remainder- 
men before the expiration of the specified period. 

There are two general classifications of trusts: (1) trusts in 
which control of the property, together with the title, is turned over 
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to the trustee; and (2) trusts in which the trustee secures title but 
does not secure direct control, except m the event of certain con- 
tingencies specified m the trust instrument. Most personal trusts 
are of the first type, whereas corporate trusts are of the second. 

The Trust Division of the American Bankers Association has 
adopted a statement of principles in which trust business is outlined 
as follows: 


Trust business is the business of settling estates, administering trusts and per- 
forming agencies in all appiopriate cases for individuals, partnerships, associa- 
tions, business corporations; public, educational, social, recreational, and chan- 
table institutions, and units of government It is advisable that a trust 
institution should limit the functions of its trust department to such services. 

Personal trust department. Although there is no uniformity in 
the internal organization of trust institutions, personal trusts are 
ordinarily administered m a department of that name. The per- 
sonal trust department may (especially in large banks) be further 
subdivided into several operating units; for example, the probate, 
contractual, real estate, and investment divisions. On a functional 
basis, the department may be considered as comprising the follow- 
ing units: an administrative group, composed of officers; a research 
and statistical group, made up of analysts who aid the officers ; and 
a clerical group, composed of persons responsible for routine opera- 
tions. The extent of subdivision, or combination, of function and 
operation will depend, of course, upon the character and volume of 
trusts being administered by the department. 

The administration of personal trusts requires a high type of 
personnel. The wide variety of services performed makes it impos- 
sible to standardize the work as a whole, although some of the less 
important operations can be reduced to routine. The officers, 
analysts, and clerical staff should be men of real ability, broad edu- 
cation, and deep and sympathetic human understanding. Their 
problem is a human one, and, let it be emphasized, the relationship 
is that of confidence. Institutions have no moral right to offer 
trust service, if they are unwilling to bear the expense of developing 
a trust staff that will measure up to such standards. Furthermore, 
the legal liabilities in handling trust business are so great that insti- 
tutions which attempt the services with poor personnel are likely to 
find their profits wiped out by the losses incurred. 

A trust institution cannot be made to accept against its will an 
express trust. It is under no legal or moral obligation to accept all 
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business offered. There should be two determining factors in the 
acceptance of personal trust business: (1) Is trust service needed? 
(2) Can the service be rendered properly ? If the answer to either 
of these questions is in the negative, the business should be refused 
no matter how lucrative it promises to be. Any other policy will 
undermine public confidence in corporate fiduciaries, and all insti- 
tutions in the field will suffer. 

The more important personal trust services are explained in the 
sections which follow. 

Executor or administrator. A trust institution may be named 
in a will to act as executor or co-executor of an estate. Upon the 
death of the testator, the executor probates (proves) the will, re- 
ceiving from the court letters testamentary which confirm the au- 
thority to distribute the estate according to the provisions of the 
will. The executor then marshals the assets, pays all just debts, 
and distributes the net estate to the legal heirs or devisees. 

A trust institution may be appointed by the court as administra- 
tor to settle an estate for a person who dies intestate (without a 
will) or does not appoint an executor. Furthermore, if the court 
does not approve (for cause) the executor selected by the testator, 
or if the executor selected refuses to serve, or if for any other 
reason the executorship becomes vacant, the court appoints an 
admmistrator-with-the-will-annexed. 

The duties of executor and administrator are substantially identi- 
cal, with the exception of the probate of the will, and except that 
modern wills very often give much wider administrative powers to 
executors than are given to administrators by law. Since their 
essential function is to liquidate the estate, their work is of a more 
or less temporary character, depending on the size of the estate. 
Ordinarily estates are settled in less than eighteen months. Larger 
estates naturally take a somewhat longer time. The duties of ad- 
ministration include the filing of an inventory of personal prop- 
erty; the investigation and payment of all claims against the estate, 
including taxes; the distribution of the residue as directed by the 
will (or according to law, if there is no will) ; and the filing of a 
final accounting with the court. In large estates several account- 
ings may be filed. All of this procedure involves much legal, finan- 
cial, clerical, and accounting work, which the corporate fiduciary 
is well equipped to undertake. 

The will may name an individual (friend or business associate of 
the testator) as executor, and a corporate fiduciary as co-executor. 
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This arrangement relieves the executor of the many details of liq- 
uidating the estate, and is an important financial safeguard to the 
heirs if the corporate fiduciary is given sole custody of the assets. 

A corporate fiduciary may be appointed by a court to serve as 
guardian, conservator, committee, or curator of the property (more 
rarely of the person) of a minor, lunatic, drunkard, or other incom- 
petent. 

Trustee or co-trustee of personal trusts. A corporate fiduciary 
may be designated by will or by the courts to execute a trust cre- 
ated by a will. When so designated, the trust institution becomes 
the testamentary trustee. It is from this source that most of the 
personal trust business is secured. 

A will may appoint the executor to act as trustee after winding 
up the executorship. While this practice is frequently followed, 
two separate functions are involved, and they should not be con- 
fused. Whereas it is the duty of the executor to liquidate the estate 
as expeditiously as possible, it is the duty of the testamentary trus- 
tee to hold title to, to invest, and otherwise to care for the trust 
funds or property, disposing of the income and principal as directed 
in the trust established by the will. 

Voluntary trusts (inter vivos), likewise, may be accepted by cor- 
porate fiduciaries. In essence, this is the placing of property, real 
or personal, in the possession of a trustee for any lawful purpose 
The property so held is called the “trust estate,” and title passes to 
the trustee, as explained earlier in the chapter. 

This transfer may be either revocable or irrevocable. If the trust 
instrument provides that the transfer cannot be revoked by the 
creator of the trust, the trust estate is put beyond the reach of 
creditors (except to the extent of the interest reserved by the cre- 
ator, or unless done in fraud of creditors), and certain inheritance, 
estate, and income tax benefits are achieved. Because of these 
features, there is a growing tendency to set up individual or per- 
sonal trusts on an irrevocable basis. 

Life insurance trusts are a recent development in the voluntary 
trust field. These life insurance trusts are either funded or un- 
funded. 

In the funded trust, securities with income sufficient to pay pre- 
miums on the insurance are turned over to the trustee on an irrev- 
ocable basis. The trustee then assumes the responsibility for 
future premiums to the extent of the income. 

In the unfunded trust, the life insurance is made payable to the 
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trustee, as in the case of the funded trust, but no securities are 
turned over to the trustee. In other words, no immediate trust 
estate is established. The basis of the trust is the agreement of the 
insured to pay the premiums himself, and the trust estate does not 
come into being until his death. Most insurance trusts are of the 
unfunded type. 

Several billions of life insurance have been trusteed in this fash- 
ion. With more than one hundred billions of life insurance in 
force, however, the field has hardly been scratched. A great in- 
crease in this type of trust is anticipated. 

The trust institution may serve as co-trustee in any of these 
trust relationships. In such cases, the duties and responsibilities 
may be divided among the trustees in any way desired. Generally 
the corporate trustee is given physical custody of the trust estate, 
with instructions to consult the other co-trustee regarding invest- 
ments, distribution of income, or any matters which the trustor 
may desire to have on a discretionary basis. This practice relieves 
the co-trustee of the clerical and technical details involved in 
handling the trust, and secures the benefit of his personal knowl- 
edge of the trustor’s desires and aims. The co-trustee plan is so 
flexible that it offers worthwhile advantages in the establishment 
of most trust funds. The appointment of a personal friend as co- 
trustee, with reasonable discretionary authority, should be carefully 
considered by persons who establish trust estates. 

Liability of trustees. Trustees are held to a high standard of 
conduct in their dealings with the beneficiaries and the trust estate. 
Formerly the usual practice of a careful, prudent business man was 
the standard of care and diligence required in the administration of 
the trust. Now the tendency is to demand a considerably higher 
standard of performance, especially in the case of corporate trustees. 
Since such trustees have offered their services and secured the busi- 
ness as experts, the courts are inclined to insist on expert per- 
formance of the duties involved. Thus, in addition to the 
requirements of the “prudent man rule,” the corporate trustee must 
intelligently and energetically discharge its duties as a professional 
expert, if liability is to be avoided. 

Trustees are liable for damage resulting from all acts of bad faith, 
and from such acts as unauthorized investments and failure to 
segregate assets or to follow the terms of the trust instrument. 
Trustees are ordinarily liable for embezzlement, conversion, fraud, 
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and similar acts. Also, they may be held liable for negligence if 
they leave trust funds idle, if they do not properly safeguard the 
property physically and by insurance, or if they fail to dispose of 
investments which have lost trust investment status by removal 
from the legal list or have become unsafe. 

The trustee is also held to high ethical standards, as indicated 
earlier in the chapter. The liabilities and responsibilities of trus- 
teeship are indeed heavy; they cannot be assumed lightly by either 
corporate or personal fiduciaries 

Investment of trust funds. In most states, investments are 
strictly regulated by law. In the absence of specific authority in 
the trust instrument to do otherwise, these investments (in most 
states) must be restricted to the purchase of obligations defined by 
statute as legal investments for trust funds. These so-called “legal 
investments” vary greatly from state to state, but they include only 
those types of obligations in which greater emphasis is laid upon 
safety of principal than upon adequacy of income. Roughly they 
include: first mortgages; Federal Government, state, and municipal 
securities ; and high grade railroad bonds. Some states have broad- 
ened the list to include the bonds of certain public utilities. The 
statutes usually specify the standards — of earnings, dividend record, 
and equity coverage— prerequisite to admission to the legal list. 

While a list of the securities legal for trust investments is gener* 
ally promulgated by a responsible state official, it cannot be blindly 
followed by the trustee. If a security is included in error, or if ita 
status should change, there is no defense for a trustee to say that the 
security was on the legal list. The list is merely suggestive and is 
furnished as a courtesy. The trustee is liable if the law is not 
strictly complied with, regardless of the acts of a state official in 
compiling such a list. 

Whereas legislators, as evidenced by the foregoing paragraphs, 
have placed little confidence in the business ability of trustees, cre- 
ators of trusts often have freed their trustees of all legal restrictions 
by instructing them to use their own judgment. It is generally 
agreed that this policy enables the trust to secure a larger return 
with reasonable safety, since the artificial demand created for 
securities which qualify for the legal list causes them to sell, on the 
average, to yield about one per cent lesa than securities of compar- 
able quality which do not qualify because of some technicality or 
preferential provision of the statute. This increase of one per cent 
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represents in earnings for the trust an increase of twenty to twenty- 
five per cent, which may be safely secured by an able corporate 
trustee if freed from the restrictions of the legal list. 

In an attempt to preserve the purchasing power of the corpus of 
the trust and the income from it, creators of trusts may instruct 
their trustees to purchase common stocks; or, the trustee may be 
instructed to hold the ownership and conduct the enterprises de- 
veloped by the creator; or, in extreme cases, the trustee may be 


FOR THE COMMITS 


JOHF DOS STEEL COMP* 


March 14, 19— 


Th* securities of this company which we are holding In trust account* 
In the total amount shown below are plaoed before the Committee for its con- 
sideration and Instructions. Accounts which are ao Invested that In excess of 
10* of their present value Is represented by bonds or preferred stock or In 
exoeaa of 5* by common stock of the John Doe Steel Company are listed below* 
Direction Aooounta or accounts in whloh there is no power of sale were not 
analyzed. 


John Doe Steel Company lat_j 


Sole Responsibility 


AT 1090 John V. KLenok 90*000 102 

(In the above account trustee may 
retain originals and may reinvest only 
in New fork State municipal bonds paying 4*) 


5AV 1864 Paul J. Urban 25,000 98 

(Sale of part of holdings disapproved 
October 1940) 

AV 3016 T. Clyde JtcCarroll 5,000 100 

6 j Cumulative Preferred Stook 


Maurice J* Egan 500 aha. 95 

(Mr. Egan has disapproved diversification 
on several oooasslona) 

Common Stock 


Per cent of 
Total 

Present Valm 


5AV 866 Claude 0. Hubener 1,000 aha* 52 i 

(Me have recommended diversification on numerous 
occasions and the block has recently bean reduced 
from 1.50Q shares to 1.000 shares; consent to 
the sale was reluotantly given.) 



instructed to speculate and given full discretion. The trust instru- 
ment is extremely flexible and can be used to effectuate the wishes 
of the trust creator no matter what they may be. In all such oases, 
the trust agreement governs, and the trustee may completely dis- 
regard the legal restrictions on investments. 

The investment of the trust funds in its care is the most im- 
portant fluty of the personal trust department. In the long run, 
the success of the institution will depend on its investment policy 
and practices. The problem is well nigh an insoluble one, for the 
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trustee has as many investment problems as it has trust accounts. 
Each trust account must be considered and handled separately, as 
the investment requirements of each will differ, in some degree at 
least, from the others. One trust will be established for the pro- 
tection of a widow; another, for a retired business man; another, 
for a spendthrift heir who desires maximum income; another, for 
orphans of tender years— no two trusts will be identical in the 
services desired from their funds. The particular requirements of 
the beneficiaries of thousands of trust accounts must be considered 
in addition to the technical considerations involved in scientific in- 
vestment management of the funds. 

The larger trust institutions maintain a separate trust investment 
division to assist the trust officers in the investment management 
of personal trust accounts While the organization chart of this 
department will vary with the institution, the work done is fairly 
uniform. It involves: (1) a statistical and financial analysis of 
each company whose securities are held in any trust fund in the en- 
tire department; and (2) an analysis of the holdings of each trust, 
to determine whether the individual requirements of the trust are 
being met. This plan is called the “double method of review” and 
is used by nearly all large corporate trustees. 

These reviews are reduced to memorandum forms submitted to 
the trust committee for instructions as to any action to be taken, 
A study of the two different types of review memoranda used by the 
Guaranty Trust Company of New York and reproduced on pages 
500 and 502 will show clearly the methods employed. 

Various other clerical, mechanical, and systems methods are used 
in the management of trust funds. They vary so widely that thej 
will not be detailed here. It is sufficient to say that trust fund; 
must be under constant and close review and supervision if the 
trustee is to fulfill the manifold responsibilities placed on it. 

In order to avoid the heavy expense of this constant supervision, 
some corporate trustees have tried the plan of a commingled trust 
fund. In essence, this is the creation of one large trust furd in 
which the smaller trusts participate on a pro-rata basis. Various 
methods, including separate incorporation of the large trust fund, 
have been used to accomplish this participation. The legal and 
tax basis of the commingled trust fund is not firmly established. 
Its resemblance to the investment trust has prejudiced the public 
against it. Practically as many institutions report costs increased 
by the plan as claim expenses reduced. 
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Corporate trust department. The many fiduciary services 
rendered corporations are loosely grouped in a division known as 
the “corporate trust department.” Since the need for trust and 
agency services to corporations, outside the centers of population, 



is much more limited than is that of trust and agency services to 
individuals, trust institutions rendering corporate trust services are 
ordinarily limited to specially equipped institutions in the larger 
cities. Most of the corporate trust activities arise from the is- 
suance of securities by corporations. Thus the transfer of securities 
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in organized securities markets occasions much corporate trust ac- 
tivity. Likewise, corporate reorganizations and financial adjust- 
ments give the corporate trustee a great deal of business. All this 
means that corporate trust activities are largely confined to the big 
financial centers — the major part being done in New York City. 

Trustee under corporate deed of trust. Corporations in need of 
capital pledge as security for their borrowings their credit and 
property by executing a deed of trust running to a trustee (usually 
a corporate trustee) for the benefit of the bondholders. In case 
of default, the trustee can proceed to sell the property without the 
formality of foreclosure proceedings in court (as in the case of an 
ordinary mortgage) , or otherwise act to protect the bondholders as 
provided in the deed of trust. 

The corporate trustee must make sure that the bonds are in 
proper form and are issued in accordance with the terms of the 
deed of trust. Before delivery the trustee authenticates the bonds 
by certifying on them: “This bond is one of the bonds described in 
the within-mentioned indenture.” 

The trustee, of course, assumes no liability for the repayment of 
the bonds. In fact, it attempts to limit its liability to gross 
negligence on its part in carrying out the provisions of the deed 
of trust. 

Assignee and receiver. A corporate fiduciary may act in a trus- 
tee capacity in assignments and receiverships for either individuals 
or corporations. Where it holds property while a new financial 
plan is developed, the term assignee is applied. 

The courts may appoint a trust institution as receiver to take 
over property under involuntary liquidation, for the benefit of 
creditors. A receiver is appointed by the court, in contrast to the 
appointment of the assignee who is named voluntarily by the dis- 
tressed debtor or, at least, without recourse to the courts. 

Agency services. While corporate fiduciaries render agency 
services to both individuals and corporations, as will be seen from 
the following discussion, most of these activities are performed for 
corporations. Thus fiduciaries act as transfer agent for the stock 
of corporations. In this capacity they keep the stock transfer book 
and stock ledgers, and make all transfers of stock from seller to 
buyer. It should be noted here that the registrar of bonds performs 
exactly the same service when ownership of registered bonds is 
changed. The duties of the registrar of bonds are comparable to 
those of the transfer agent. 
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The registrar of stock registers the stock certificates issued by the 
transfer agent, and thus prevents the fraudulent and often spectacu- 
lar overissues of bygone days. This service corresponds to the 
authentication service of the trustee of bond issues. 

A trust institution may also act as depositary (bailee) for stocks, 
bonds, and cash under a corporate reorganization plan or in a 
merger or consolidation. It may also hold escrows as an escrow 
depository. 

Fiscal agency functions. Custodian accounts; secretarial serv- 
ices; collecting or paying agent for corporations, municipalities, 
foreign governments, and other borrowers — and many additional 
services of a s im i lar nature — may be undertaken for both individ- 
uals and corporations. 

Miscellaneous services. There are still other miscellaneous and 
auxiliary services which some trust institutions are willing to un- 
dertake for customers. They may act as broker and as attorney in 
fact. Some companies operate a title insurance business. A few 
engage in the fidelity insurance business. In fact, it is hard to 
name a financial service that no trust company would be willing to 
perform. Trust companies are truly the “department stores” of 
finance. 

Questions for Study and Review 

1 What advantages do corporate fiduciaries have over individual fiduciaries? 

2 Explain the term “fiduciary relation.” 

3 Name the conditions under which national banks are permitted to exercise 
trust powers 

4 On a functional basis, under what headings do trust institution activities 
fall* 

5. Define a "trust.” 

6 Differentiate between a personal trust and a corporate trust 

7 Describe the uses of voluntary trusts. 

8. What is the difference between a funded and an unfunded life insurance 
trust? 

9 For what actions are trustees liable? 

10. Discuss the work of the trust investment division. 

11 Outline the work of the corporate trust department. 


Problems 

I On BVI>. 1, 1918, A died u resident of the State of New York, and by his last 
will and (Moment created a trust with 400 shares of the X Co. capital stock, 
par value $100 per share 
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1, 1918, shows the following: 

$100,000 

75,000. 


The balance sheet of the X Co on Feb 
Capital Stock 
Surplus 

On Feb 1, 1925, the following: 

Capital Stock . $100,000 

Surplus 150,000 

On Feb 2, 1925, the X Co declared a 100% stock dividend 
On March 1, 1925, the trustee received 400 additional shares. 


How many shares should be retained by the trustee as corpus and how many 
shares distributed as income to the life tenant? 

2 If A had died m 1930, and the stock dividend had been declared January 1, 
1937, would your answer to Problem 1 be the same? 

3 A corporate fiduciary holds ten bonds bought at 90 m trust fund A De- 
siring to diversify further the holdings of this trust fund, it transfers 5 bonds at 
100 to trust fund B, although the market price on the day of transfer is 102 
Disregarding interest, calculate the adjustments that must be made when the 
bank examiners disapprove the transaction. 
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CHAPTER 28 


Investment Banking 


Organization of investment banking. Investment banking is 
concerned with the transfer of capital from those that have more 
funds than they require for current consumption to those that 
would utilize for long periods of time more funds than they possess. 

Commercial banking, properly so-called, is designed to provide 
business men and others with liquid funds to expand their working 
capital resources. Hence, a commercial loan is properly repayable 
within a short period of time, after the borrower has sold the goods 
he bought with the proceeds of the loan. Where business enter- 
prises want capital for long periods, however, they have usually re- 
sorted to the security markets if they are large enough to put out 
stock or bond issues that will appeal to the rank and file of investors. 
Investment banking is concerned with the latter types of transac- 
tions. 

We must distinguish, however, between the function of invest- 
ment banking and the institutions that carry it on. As already 
defined, investment banking is long-term banking, and commercial 
banking is short-term banking. However, the commercial banks 
that were originally organized to transact a short-term lending 
business have increasingly, as we have learned in preceding chapters, 
gone into the business of lending money for long periods of time. 
They have made real estate mortgage loans, and they have bought 
government and corporate securities on a large scale. Similarly, 
certain institutions that were originally organized solely for in- 
vestment banking purposes have gone into the business of making 
short-term advances, although this has been far less common than 
the first-mentioned trend from commercial to investment banking. 
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In this chapter we are concerned primarily with the institutions 
that transact an investment banking business, regardless of the 
purposes for which they were originally organized 

Investment banking institutions. The institutions that are 
engaged m the conduct of the investment banking business in this 
country fall into four main groups. 

The most important of these groups are the houses devoted to 
wholesaling and retailing investment securities. These are the 
middlemen, who stand between those who want to borrow or other- 
wise raise funds for long periods of time on the one hand, and the 
great mass of individual and institutional investors who want to 
make long-term commitments with their funds on the other. 
These middlemen are the nucleus of the investment banking struc- 
ture, just as the commercial banks are the nucleus of our commercial 
banking system. 

Many persons do not care to assume themselves the task of in- 
vesting their money in securities. They prefer to turn over this 
function to some intermediate institution, such as a trust company, 
a mutual savings bank, or an investment trust. The latter fall 
under the heading of investing institutions, because they are con- 
cerned with the investment of other people’s money. 

A third category of institutions engaged in the investment bank- 
ing business is comprised of those enterprises whose primary func- 
tion is the writing of insurance or the carrying on of some other 
operation not directly and immediately concerned with the invest- 
ment of money. However, in the conduct of this business, these in- 
stitutions gather large amounts of money which they must keep 
invested for long periods of time, or indefinitely. Hence, they take 
their place alongside the investing institutions as among the leading 
sources of new capital for long-term investment in the community. 
We shall call these institutions — which include life insurance com- 
panies, fire and casualty insurance companies, churches and univer- 
sities, and even many industrial enterprises that keep large 
amounts of investments as a reserve — institutional investors. 

When a commercial banker makes a loan, he generally holds his 
customer’s paper until its maturity. As we have seen, under 
unusual circumstances, this paper may be rediscounted and so 
turned over to a Federal Reserve bank. The rediscount is the 
exception rather than the rule. 

In the investment banking business, on the other hand, because 
the stocks and bonds that represent the great bulk of such com- 
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mitments are outstanding for long periods, if not perpetually, the 
transfer of securities from original buyers is the rule rather than the 
exception. Hence, a complicated machinery has been developed 
to permit holders of securities to transfer these issues to others 
whenever they desire Thousands of brokers and dealers cooper- 
ate to facilitate such transfers of ownership of already existing is- 
sues, and stock exchanges organized by these brokers for their own 
convenience further aid in this task. We shall call these agencies 
the security market institutions. 

It will be seen from the chart opposite that the investment mid- 
dleman, the investing institutions, the institutional investors, and 
the security market institutions constitute together a well artic- 
ulated mechanism for the transfer of long-term capital from those 
who have more funds than they can use to those who need more 
funds than they have. 

Investment middlemen. The business of originating and dis- 
tributing new security issues is largely concentrated in the hands of 
several thousand specialized organizations of large and small size 
spread over the country. Most of these investment houses do a 
general investment banking business, dealing in all types of secur- 
ities at both wholesale and retail, but some are concerned primarily 
with specific classes of securities such as municipal bonds. 

Regardless of whether a dealer in securities does a general or 
specialized business, he may be classified as a wholesaler or retailer, 
or both. A wholesaler is a dealer who originates, or joins with other 
houses in a syndicate which originates, an entire new security issue. 
A retailer is a house that makes sales directly to investors, both 
individual and institutional. Many houses, especially of inter- 
mediate and larger size, do both a wholesale and a retail business. 

During the ’20s, the tendency in the investment banking business 
was for the banks of the country, and more especially the security 
affiliates that were organized by some of these banks and jointly 
controlled with them, to take over a large part of both the whole- 
saling and retailing of securities. This combination of commercial 
and investment banking within one institution was found to in- 
volve many disadvantages, however, and as an outcome of 
unsatisfactory experiences with bank security affiliates in the 
depression period, the Banking Act of 1933 provided for their 
abolition. Furthermore, this law provided that private bankers, 
such as J. P. Morgan & Co. then was, may not engage in the 
security business. This explains the organization of new security 
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houses, such as Morgan Stanley & Co., to carry on the security busi- 
ness formerly transacted by private bankers. Commercial banks 
are now restricted by law to the retailing of securities and may not 
act as underwriters, except for government bonds. They may also 
act as brokers when not otherwise prohibited from doing so. 

Security middlemen make their profit out of the difference be- 
tween the price which they pay for the securities they sell and that 
which they receive from the buyer. Because of the large measure 



of risk that exists in turning over large amounts of securities at a 
relatively small profit margin, speed is of the essence of successful 
operation in this field of activity. However, the pace of financing 
has been slowed down by Federal legislation. The Federal Se- 
curities Act of 1933 was enacted for the purpose of requiring a full 
disclosure from underwriters and retailers of new security offerings. 
In order to insure that prospective buyers will obtain adequate in- 
formation, a registration statement must now be filed with new 
security offerings, with the exception of Federal, State, municipal. 
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and a few other types of issues specifically exempted in the Act, and 
actual sale to the public may not begin as a rule until twenty days 
have elapsed after the filing of this registration statement. In ad- 
dition a prospectus must be given to every buyer of the new issue 
of securities. 

Because of the expense involved in effecting a new security flo- 
tation, only relatively large issues can be floated normally at a low 
cost. Therefore, the security market can be tapped for funds 
usually only by business enterprises of substantial size. 

In order to spread the risk involved and to obtain adequate selling 
effort, it is usual for banking houses to join in purchase groups and 
selling groups to consummate new offerings and to complete their 
distribution without delay. 

Security origination and distribution. While the procedure of 
investment banking is not so standardized as is, let us say, the 
procedure of a bank credit department in determining the line of 
credit to which a given customer is entitled, nevertheless, a fairly 
definite course of procedure has been worked out through the years. 
The registration and other requirements of the Federal Securities 
Act have tended further to standardize the process of originating 
and selling a new offering of bonds or stocks. 

In the origination of a new security issue, the issuing corpora- 
tion and the investment banker may be brought together in various 
ways. The investment banker or his associates may be on the 
board of directors of the issuer or may have had some dealings with 
the issuer or its directors in the past. Many issues are brought to 
investment bankers through commercial banking correspondents 
and friends. Some issues come to a banker through direct solicita- 
tion, although the average investment banker tends to be suspicious 
of issues which have been “shopped around” before being brought 
to his office. In the case of municipal, public utility, and railroad 
issues, the large majority of new offerings are placed through com- 
petitive bidding. The Securities and Exchange Commission and 
the Interstate Commerce Commission have used their authority to 
require competitive bidding wherever it seems practicable, to as- 
sure a higher price to the issuer. 

Once a banker has distributed an issue of securiljies for a corpora- 
tion, he usually feels that he is entitled to handle the future financ- 
ing of that concern as long as he gives reasonable satisfaction. In 
many instances this arrangement is made more formal through 
executing a financing agreement or contract, The rule of invest- 
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\nent banking is that “one good issue deserves another,” and once 
an investment banking house has successfully floated an offering for 
a corporation, it feels that it should be privileged to put out addi- 
tional issues as they are needed. Federal authorities have ques- 
tioned such established relationships between issuing corporations 
and investment bankers, preferring competitive bidding. 

Only a limited number of investment houses have the facilities 
and the connections to assure an issuer that effective arrangements 
can be made to dispose of new issues of securities. These houses 
act as originators. A larger number of houses participate in the 
origination of new security issues through becoming members of 
purchase groups headed by the houses of issue, or originator. 

The purchase group does not itself bear the brunt of the effort to 
distribute a new issue. Instead, a much larger selling group is or- 
ganized, including investment houses all over the country that 
possess selling organizations, so that institutional and individual in- 
vestors can be reached everywhere with a minimum of delay The 
selling group does not underwrite, so that if any member of the 
selling group cannot sell a given amount of securities, he does not 
have to take them over and pay for them. The underwriting func- 
tion is performed by the purchase group. 

The members of the selling group receive a commission on all 
sales made by them that are confirmed by the purchase group man- 
ager. 

The actual offering. After an issue has been registered with the 
Securities and Exchange Commission, assuming that it does not fall 
in the category of exempt issues, it may be offered publicly on or 
after the expiration of a twenty-day waiting period if the effective 
date of the registration statement is not held up by the SEC. In 
certain cases, the SEC may permit registration to become effective 
within a shorter time. In individual States, it is necessary to con- 
form to the provisions of State security laws, known as “blue sky 
laws,” before proceeding with the actual sale of the issue. 

When an issue is offered publicly, advertisements usually appear 
in the newspapers, and those who are prospective purchasers re- 
ceive copies of the prospectus giving many pertinent details about 
the security. Orders are received by members of the selling group, 
who pass them on to the group manager, who is generally the 
originator of the issue. The syndicate manager then compiles all 
these orders or subscriptions, which legally have the status of offers 
to buy the proffered issue. When sufficient subscriptions have been 
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received, the books on the offering are said to be closed. If it is 
oversubscribed, allotments are made, subscribers in such event re- 
ceiving only a fraction of the amount of the security for which they 
subscribed. 

If the issue is of large size, trading may begin on the over-the- 
counter market on a “when, as, and if” basis immediately after the 
offering. It is general practice for the syndicate manager to sta- 
bilize the price of the issue for a time after the public offering by 
placing an open bid in the market at the public offering price, so 
as to facibtate the process of its distribution. Should the issue de- 
cline in the market immediately after the offering, it would become 
almost impossible to continue the process of selling it through the 
dealers all over the country who constitute the selling group 
Members of the selling group as well as the purchase group are 
barred by the terms of the group agreement from selling the secur- 
ities below the public offering price until these syndicates have been 
dissolved. However, this agreement is difficult to enforce, and 
when an issue does not sell readily, the securities may appear at 
price concessions in what is called an “investment guaranteed” 
market, where sales are made below the public offering price to 
those who agree not to resell the issue, and so to bring it back to the . 
syndicate manager, before the expiration of the syndicate. The 
Department of Justice has questioned the legality of price main- 
tenance agreements under the anti-trust laws. 

Bonds repurchased by the syndicate manager in his pegging 
operations are usually traced by their numbers to the member of 
the selling group or purchase group to whom they were originally 
delivered. This house must then absorb any loss involved. The 
fact that bonds allotted to it were repurchased also reacts un- 
favorably upon its reputation as an efficient and successful distribu- 
tor of securities. 

The security salesman. The ultimate link between the issuers 
of securities and individual and institutional investors is the secur- 
ity salesman. Because investment banking is primarily the busi- 
ness of merchandising long-term bonds and stocks, a greater sales 
effort is required than is the case with the sale of commercial bank- 
ing services. At least, that has been the case in this country, where 
the security salesman plays a far more important rdle than else- 
where. 

In Great Britain, for example, it is usual for the investor to oome 
to his broker and consult with him on his purchases, just as he 
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would call upon his physician or dentist for professional service. 
In the United States, on the other hand, the typical investment 
house employs a corps of salesmen who go forth to contact investors 
and make sales to them. It may well be that the business of dis- 
tributing investment securities will display fewer high-pressure 
characteristics m the future than in the past, particularly since it 
has been brought under much closer Federal regulation, and civil 
and criminal liabilities are imposed for misstatements of material 
facts. However, there is little reason to doubt that outside sales- 
men will remain an important factor in the sale of investment 
securities, particularly to individuals. 

At the same tune, however, increased emphasis is being placed 
upon giving statistical and economic advisory service to customers. 
Competition among investment dealers to serve a clientele that is 
becoming increasingly enlightened tends to bring this about. The 
trend of recent years in larger investment houses has been toward 
employing relatively more statisticians and fewer salesmen. 

The security salesman, of course, often tries to give a good deal 
of service, himself, in an effort to hold his clients and gain others. 
However, the question is raised whether a salesman eager to sell 
particular issues is well qualified to give impartial and worth-while 
advice to clients. Doubtless some individuals are able to do this, 
but by anti large there has been a tendency to separato the selling 
from the advisory functions. In some cases, in fact, investment 
houses have established separate divisions to perform these two 
services, and make a point of stressing the autonomy of investment 
advisory and management departments from their selling depart- 
ments. 

Private placements. A considerable proportion of new financ- 
ing by corporations in recent years has been effected by private 
placements, rather than public issues. A private placement is the 
Hale of an issue of securities, usually bonds or preferred stock, 
directly by the issuer to one or a few financial institutions. The 
middlemen — security wholesaler and retailer — are thereby elimi- 
nated in the raising of long-term capital, although sometimes an 
investment banker may negotiate the private placement and receive 
a fiat fee for doing so. 

Corporations that resort to private placements not only expect 
to get a higher net price for their securities, but also can conclude 
the transaction more speedily. Registration under the Securities 
Act often is not necessary where a private placement is made with 
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only a few buyers, although such registration may be effected to 
enable the institutional buyers to resell the securities to others at a 
later date, if they so wish. 

There are some disadvantages to the issuer in private placements, 
however. For example, should bond prices subsequently decline he 
cannot repurchase his obligations at a discount for retirement, as 
could be done if the issue were traded in the market following a 
public distribution. 

Investing institutions. The process of investing money in this 
country is conducted in the main not by individuals for their own 
accounts, but by financial institutions that specialize in the function 
of investing other people’s money. Among these institutions, 
the largest volume of buying power is controlled by the trust com- 
panies. 

The trust companies are peculiar in that they give an individ- 
ualized investment service. They segregate the assets of each 
client, and manage his funds and property separately. A very 
large proportion of the funds managed by trust companies comes 
from testamentary trusts, which are set up under wills and go into 
effect on the decease of the testator. In addition, they accept 
personal trusts and custodian accounts, which are conducted during 
the lifetime of the owner. 

While trust companies do not announce the volume of funds they 
manage for others, and it does not show up in their statements, it 
has been variously estimated that 30 to 50 billion dollars of secur- 
ities and other property are under the management of American 
trust companies at any one time. Naturally, the ability and the 
willingness of trust companies to buy a particular security play a 
very important role in determining the demand it will encounter 
when it is offered for sale. 

The nature of the investment functions performed for their cus- 
tomers by trust companies was discussed in greater detail in Chap- 
ter XXVII. 

Next in importance among investing institutions are the savings 
banks, which operate on an entirely different principle. Instead of 
segregating the investments of each client, as does the trust com- 
pany, the savings bank commingles the funds of many thousands 
of individual investors, from whom it receives funds that assume the 
form of a time deposit. The savings bank, by promising to repay 
the deposit in full, thus guarantees that the investor’s principal will 
remain intact, something that a trust company cannot do. ' 
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As we have already seen, the business of savings banking is 
sonducted in this country both by mutual savings institutions, 
operating under separate laws, and commercial banks which main- 
tain savings or special interest departments. The Comptroller of 
the Currency reported that all banks in the United States held 
$25,487,000,000 of savings deposits on June 30, 1942, represented 
by 45,417,000 pass books. 

Another important type of investing institution that has evolved 
more recently, and so controls only a fraction of the volume of re- 
sources managed by trust companies and savings banks, is the in- 
vestment trust. There are several types of such institutions. The 
general management investment trust is a corporation which raises 
money by selling its own bonds and stocks, and invests the proceeds 
in a diversified list of securities. It is far more flexible than a trust 
company or savings bank, not being restricted as to the purchase 
of securities except by rules set up by itself. Also, by issuing 
bonds, preferred stock, and common stock, it offers investors several 
alternative methods of participating in it. However, investors who 
wish to withdraw must find buyers for their investment trust securi- 
ties, and their sale may be possible only at sharp discounts under 
adverse market conditions. 

The fixed investment trust represents a fractional participation 
in a block of stocks. The mutual investment jund, likely to be the 
most popular type of investment trust for the future, sells one class 
of participations in a fund from which investors may withdraw at 
will. 

The Securities and Exchange Commission has been given limited 
regulatory authority over investment trusts by the Investment 
Companies Act of 1940. 

A fourth category of investing institutions are the investment 
management and investment counsel organizations. These agen- 
cies manage the investments of clients for a specified fee, without 
taking actual title to or custody of the securities and funds involved. 

All these investing institutions seek to relieve the individual in- 
vestor of the task of choosing commitments for his funds by shaping 
broad investment policies and choosing particular securities. In 
the case of savings banks and investment trusts, they also give the 
investor, esjiecially the small investor, far more diversification in 
the investment of his money than he could obtain if he had to invest 
his own monsy individually. Each person, in deciding whether or 
not to utilise the services of these institutions, must decide to what 
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extent he needs them and whether or not he pays excessively for the 
services he is offered. 

Institutional investors. The category of institutional investors 
is a very broad one, and it shades off only gradually from that of the 
investing institutions just discussed. 

The most important among them are the life insurance com- 
panies. Under the system of life insurance that is now in general 
use, the insurance companies accumulate large reserves against 
most of their policies. In the aggregate, against a total of more 
than 140 billion dollars of life insurance that is outstanding in this 
country, the life insurance companies hold about 38 billion dollars 
of reserves. These vast resources were invested in securities, real 
estate mortgages, and otherwise as follows, at the end of 1943 (for 
49 companies, holding 91 per cent of all insurance company assets, 
reporting to the Association of Life Insurance Presidents) : 


Farm mortgagor . . . $ 750,000,000 

Other mortgages 5,150,000,000 

U. H. Government bonds 11,500,000,000 

State, county, and municipal bonds . . . . 1,190,000,000 

Canadian Government bonds .... . 855,000,000 

Other foreign government bonds 6,000,000 

ltaihoad bonds and stocks .... 2,760,000,000 

Public utility bonds and stocks 5,040,000,000 

Other bonds and stocks 2,045,000,000 

Policy notes and premium loans 2,085,000,000 

Real estate 1,210,000,000 

Collateral loans 9, (XX), 000 

Cash 1,100, (XX), 000 

Other admitted assets 700, (XX), 000 


Total $34,400,000,000 


The life insurance companies of the country receive in premiums 
and in income from their investments annually more than a billion 
dollars in excess of what they pay out on account of payments to 
beneficiaries of life insurance policies. As a result, they are a main- 
stay of the capital market, constituting a steady source of demand 
for new securities. 

Another very important group of institutional investors are the 
commercial banks, which invest demand as well as time deposits in 
securities. As commercial loans have played a declining r61e, the 
banks havo turned to the purchase of bonds and, to a lesser degree, 
mortgages, as we have seen, in order to obtain a profitable outlet 
for their funds. As a result, apart from the securities they pur- 
chase against their time deposits, many commercial banks now in- 
vest a part of their demand deposits also in securities. 
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Another important category of institutional investors are the 
eleemosynary institutions, including churches, universities, hospi- 
tals, and charitable foundations, which in the aggregate possess 
almost ten billion dollars of endowment and other resources. A 
large part of this enormous aggregate is invested in securities, so 
that these philanthropic agencies have become important factors in 
the capital market. 

Business enterprises often keep extensive liquid reserves on hand, 
over and above their ordinary requirements for working or fixed 
capital purposes. In many instances, such surplus funds are in- 
vested in securities. In the aggregate, industrial and commercial 
enterprises hold many billions of dollars of marketable securities as 
liquid reserves, chiefly United States Government. When a busi- 
ness enterprise invests its surplus resources in this way, it actually 
becomes an investment trust to that extent. 

Security market institutions. The business of buying and sell- 
ing already-issued securities, one of the most important functions 
performed by the country’s investment banking machinery, is now 
conducted chiefly in two ways. First, a limited number of securi- 
ties, mostly the better known and larger issues, are listed upon one 
of the twenty large stock exchanges in the country, of which by far 
and away the most important is the New York Stock Exchange. 
Public buying and selling orders are executed on these exchanges 
by member firms in accordance with established rules of the ex- 
change and at standard commission rates. Most exchange mem- 
bers act merely as brokers for their customers, although in a number 
of cases they may trade for their own account, and thus act in the 
capacity of dealers. 

A very much larger number of security issues, including both the 
great mass of small and obscure issues and securities of such enter- 
prises as commercial banks that do not care to have their stock 
listed on exchanges, are traded in over-the-counter. Over-the- 
counter houses as a rule transact business as dealers, buying and 
selling for their own account. For this reason, a security is quoted 
over-the-counter on the basis of its bid and asked price (for exam- 
ple, 34 @ 36). This means that the over-the-counter dealer stands 
ready to buy at 34 and sell at 36. 

Both the listed and unlisted markets perform important func- 
tions in our economic machinery. On the listed market it is usu- 
ally possible to make closer markets. Also, it is easier to transact a 
large volume of business efficiently and quickly. On the other 
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Hand, in numerous smaller and more obscure issues in which there is 
limited public interest, over-the-counter dealers, because they stand 
xeady to take positions on their own account, may assure a closer 
market. 

The brokerage mechanism is now subject to detailed regulation 
under the Securities Exchange Act of 1934. This very important 
statute seeks to accomplish chiefly the following: 

(1) It subjects stock exchanges and their members to regulation 
by the Securities and Exchange Commission. Other brokers and 
dealers arc regulated indirectly through the National Association 
of Security Dealers, and directly by broad rules promulgated by 
the SEC. 

(2) It requires registration statements to be filed for listed issues, 
thus assuring to the public a minimum of pertinent information. 

(3) It prohibits manipulation of security prices and subjects the 
pegging of quotations to regulation, thus protecting the public 
against artificial control of prices that may prove detrimental to the 
interests of the buyers and sellers. 

(4) It gives to the Governors of the Federal Reserve System 
control over margin requirements on security loans to prevent the 
expansion of security loans to dangerous proportions. An excessive 
volume of such loans was found to undermine both the stability of 
the security markets in particular and the credit and business struc- 
tures of the country in general by the experience before and after 
the great security boom that culminated in 1929. 

By its Regulation T applicable to loans by brokers on registered 
securities, and Regulation U applicable to bank security loans made 
to purchase or carry such issues, the Board of Governors of the Fed- 
eral Reserve System in 1937 set the maximum of loans to customers 
at 60 per cent of the market value of the collateral. When the col- 
lateral value falls so that the customer’s margin drops below 40 per 
cent, withdrawals of cash or securities and new purchases that in- 
crease a customer’s debit balance are barred. In 1945, the maxi- 
mum loan value was first cut to 25 per cent, making the minimum 
margin requirement 75 per cent, and in the following year the 
Board of Governors eliminated the loan value to make margin re- 
quirements 100 per cent, as part of its anti-inflation program at the 
time. 

(5) The Act also seeks to regulate the relations between “insid- 
ers” and “outsiders” through requiring officers, directors, and own- 
ers of 10 per cent of any class of securities in corporations whose 
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shares are listed on an exchange to report monthly any changes in 
their ownership of such shares. The law further requires that such 
holders may not sell these shares short, and that any profit they 
out of selling such stock within six months after they have 
purchased it may be recovered by the corporation. 

Financing smaller business. Large corporations, it has been 
contended, have an undue advantage over their smaller competitors 
because they enjoy ready access to the security markets. Because 
bond or stock issues of relatively small size often cannot be sold 
except at prohibitive cost, it has been urged that the Government 
should help to provide agencies that would buy such issues on a 
reasonable price basis. This applies especially to stock issues, since 
smaiw businesses can borrow from the banks for relatively long 
periods. 

Industrial mortgage banks have been set up in other countries to 
provide long-term capital to smaller enterprises. The need, how- 
ever, is not so much for a lending institution as for an agency that 
would buy stock issues, preferred or common, and so provide true 
venture capital for concerns that cannot sell such issues through 
aviating investment banking channels at moderate cost because of 
the heavy expenses incurred in the origination and distribution of 
an issue of, say, $100,000, or less of corporate stock. 

An agency to provide equity or venture capital to smaller enter- 
prises can be launched by the Government, or by private capital, 
with or without Government assistance. 

The rdle of the investment banker. Regardless of the section 
of the whole broad field of investment banking in which a given 
investment banker operates, he contributes to the performance of 
the basic function. He helps to direct and facilitate the flow of 
long-term capital to various government bodies and corporations. 
While the investment banking machinery must constantly gear 
itself to the preference of individual investors and investing insti- 
tutions, it can also influence this preference to a considerable extent. 

As the country grows in wealth and as the volume of savings in- 
creases, the size of the investment banking machinery correspond- 
ingly expands. Also, as the various institutions that make up the 
machinery base their operation increasingly on competent research, 
they can perform this function more effectively and soundly. 
While there has been evident a growing tendency for the govern- 
ment to regulate and control this function, which until recent years 
was subject to very little government supervision beoause it was 
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held to concern primarily a few wealthy persons who could be 
trusted to watch their own interests, this changes the form but not 
the substance of the investment banking business. With the en- 
actment of Federal legislation affecting investment banking in 1933 
and 1934, it is true, a new era opened up for the investment banking 
business, and the full effects of such increasing government inter- 
vention are yet to be seen. As long as governments and corpora- 
tions continue to raise large amounts of money through the sale of 
securities, however, and as long as a large proportion of the national 
income is saved, investment banking will remain a major financial 
activity in the United States. 


Questions for Study and Review 

1. Outline the basic organization of American investment banking. 

2. Which are the chief investment banking institutions m this country? 

3. Differentiate between wholesale and retail investment houses 

4. How does the Federal Securities Act of 1033 affect the offering of a new 
issue of securities to the public? 

5. Why is the quotation of a new issue of securities generally pegged for a 
period immediately after offering? 

0 Why do many corporations have established investment banking connec- 
tions? 

7. What is the role of investing institutions? How do you appraise whether 
any such institution is worth while from the investor’s standpoint? 

8. Describe the three chief types of investment, trusts. 

0. What, are the chief investments of life insurance companies? 

10. What is the role of the brokerage mechanism? How does the Securities 
Exchange Act of 1034 affect the functioning of this part of our investment bunk- 
ing machinery? 

1L What is the basic economic function of the investment banker? 


Problems 

1. The General Manufacturing Co. wishes to build a new plant, and seeks to 
raise $3, 000, (MX) through a preferred stock or bond issue for the purpose. How 
would you advise the company to proceed in raising this money? How will 
existing Federal security legislation affect the transaction? 

2. The Bewail Manufacturing Co. plans to raise $10,000,000 through a bond 
issue. What kind of house may l>e expected to handle such an issue? Describe 
the wholesale and retail syndication involved. 

3. William fimith complains that he expends too large a portion of his income 
on insurance premiums, m that he does not have anything left for savings. l)o 
you think bis line of reasoning is correct? If not, how would you correct him? 
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4. John Jones buys 100 shares of United States Steel on margin at 70. How 
much margin must he put up as a minimum? What happens if Steel goes down 
m price? 

Bibliography 

Biddle, C. P., and Bates, G E , Investment Banking: A Case Book, McGraw- 
Hill Book Company, New York, 1931 

Meyers, C H , The Securities Exchange Act of 1934, Analyzed and Explained, 
F E Fitch, Inc , New York, 1934 

Schultz, Birl E , Stock Exchange Procedure, New York Stock Exchange Insti- 
tute, New York, 1936. 

Twentieth Century Fund, The Security Markets, Twentieth Century Fund, Inc , 
New York, 1935. 

Weissman, R L., The New Wall Street, Harper and Brothers, New York, 1939 
Willis, H P, and Bogen, J I , Investment Banking, Harper and Brothers, New 
York, 1936 

J. I. B. 



CHAPTER 29 


The British Banking System 


The Bank of England. The Bank of England is the oldest cen- 
tral bank in the world and, prior to the First World War, was the 
mainstay of the international gold standard. Even when a private 
corporation and practically unrestricted by law, its policies were 
often to a large extent determined by the Treasury. 

In consideration of a loan of £1,200,000 at 8 per cent to the Gov- 
ernment of William Til, a group of private bankers was granted by 
an act of Parliament and a Royal Charter on July 27, 1694, the 
right to organize a joint-stock company for doing business under 
the name of “The Governor and Company of the Bank of England.” 
This is still the official name of the Bank. The loan was repayable 
at the expiration of the twelve-year charter. Subsequent exten- 
sions of the charter coincided with additional loans by the Bank to 
the State, so that the debt of the latter to the Bank amounts at 
present to £11, 016, 100. The Bank Act of 1844 extended the char- 
ter for an indefinite time, subject to termination on a year’s notice 
and the repayment of the debt owed by the State to the Bank. 

The Peel Act. In 1844 the Bank Act (Peel Act) was passed, and 
its provisions still regulate most of the operations of the Bank of 
England. The Act gave the Bank of England the exclusive right 
to issue notes, subject to the then existing note-issue privileges of 
the country banks. The volume of notes of the country banks was 
limited and, in case any bank was amalgamated with a non-issuing 
joint-stock bank or increased the number of its partners to more 
than six, its note-issue privilege cessed. The Bank of England was 
entitled to increase its fiduciary issue by two-thirds of the total of 
the lapsed issue. Gradually, die note-issue privilege of the other 
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banks lapsed, and the fiduciary issue cf the Bank of England had 
increased by 1923 to £19,750,000. 

By the Peel Act the Bank of England was divided into two de- 
partments: the Banking Department and the Issue Department, 
the sole function of the latter being the routine matter of issuing 
notes Under this Act, circulating notes, with the exception of the 
fiduciary issue, had to be secured 100 per cent by gold. The small- 
est denomination of notes issued by the Bank was £5. By the same 
Act the Bank was compelled to buy all the gold that might be 
offered to it at the fixed price of £3. 17. 9 and sell at £3. 17. lOVLs 
per standard ounce. 

Currency and Bank Notes Act. The Currency and Bank Notes 
Act, passed on August 6, 1914, granted to the Treasury the author- 
ity to issue currency notes m denominations of £1 and 10s, leaving 
the amount and manner of the issues to the discretion of the Treas- 
ury. The Treasury currency (Bradburies) superseded the gold 
sovereign, which disappeared from circulation. The joint-stock 
banks also transferred to the Bank of England the gold reserves 
which they customarily kept as part of their cash reserves in their 
own vaults, and replaced them with the new currency notes. 

During the First World War, the Bank Act was virtually sus- 
pended, and England was forced to abandon the gold standard. 

Return to gold. The Gold Standard Act of May 13, 1925, in- 
troduced the gold bullion standard. The Bank of England was re- 
lieved of the obligation to redeem its notes in gold, but was required 
to sell gold in quantities of 400-ounce bars or more at £3. 17. 10 Vk 
per ounce troy of standard fineness and to buy gold at £3. 17. 9 per 
ounce. The Gold Standard Act abolished the free coinage of gold. 

An Act of 1928 amalgamated the two types of notes in circulation 
and fixed the fiduciary issue of the Bank at £260,000,000. This 
figure was approximately the combined amount of the actual maxi- 
mum fiduciary issue of Bank of England and Treasury noteB out- 
standing in 1927. The law, however, provides that the Treasury 
may permit a reduction or increase of the fiduciary issue by a stipu- 
lated amount for a period not exceeding six months, the privilege 
being renewable for successive similar periods. The Treasury min- 
utes authorizing an increase in the fiduciary issue must be laid be- 
fore both Houses of Parliament, and any series of renewals by the 
Treasury may not be extended beyond two years, except as other- 
wise determined by Parliament. All currency notes outstanding on 
November 22, 1928 (£330,000,000) were transferred to the Bank 
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and amalgamated with the Bank of England notes. The Bank of 
England was authorized to issue £1 and 10s notes, which are legal 
tender to any amount. The Act also empowered the Bank to de- 
mand the surrender of gold owned by residents in Great Britain in 
amounts over £10,000 at its statutory buying price. Gold owned 
by foreigners not residents m Great Britain was exempt from this 
provision. 

The fiduciary issue was increased on August 1, 1931, to £275,- 
000,000 in order to cope with abnormal demands on the Bank of 
England caused by the banking crisis m Central Europe. The Cur- 
rency and Bank Notes Act, 1939, which became effective March 1, 
1939, raised the standard fiduciary issue to £300,000,000. The pow- 
ers of the Treasury to authorize changes in the fiduciary issue re - 
mained unaltered. Following the declaration of a state of war on 
September 3, 1939, the fiduciary issue was increased to £580,000,000. 

Abandonment of gold. As a result of the financial crisis brought 
about by rapid withdrawal of foreign funds from London, Parlia- 
ment voted on September 21, 1931, to abandon the gold standard 
by relieving the Bank of England of the obligation to sell gold at a 
fixed price. 

While the Bank of England was released from the obligation to 
redeem its notes in gold, no embargo was then or later placed on 
gold exports. This policy is in contrast to the war-time suspension, 
when gold exports were prohibited but convertibility of the cur- 
rency into gold at home was theoretically maintained, and differs 
from that of most other countries, where the suspension of the gold 
standard usually means an embargo on gold exports besides incon- 
vertibility of notes. Since the suspension of convertibility auto- 
matically precludes withdrawals of gold from the bank of issue, the 
imposition of an embargo on gold exports is ostensibly intended to 
prevent the shipment abroad of hoarded and newly mined gold. 
Great Britain deliberately abstained from the measure and main- 
tained the freedom of gold exports, and thus retained the world 
gold market in London. At the same time, the monetary gold 
stock of the country was protected by relieving the Bank of the 
obligation to sell gold at a fixed price. On September 5, 1939, how- 
ever, the free gold market was suspended, and the Bank of England 
became the sole buyer of gold. 

Organization and operation. The Bank of England passed to 
the ownership of the British Government under the terms of the 
Bank of England Act, 1940, which received the Royal Assent on 
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February 14. On March 1 the Bank began operations as a Govern- 
ment institution. The Bank is at liberty to engage in almost any 
kind of transaction; the one limitation, contained in the Tonnage 
Act of 1694, was that the Bank “is to be debarred for all time from 
using any of its funds in dealing in merchandise or wares of any de- 
scription.” Such restrictions on the operations of the Bank as do 
exist are self-imposed and may be changed or removed at the discre- 
tion of the court (directors) of the Bank. The Bank publishes only 
a weekly statement, and no other information about its activities 
has been made available. 

The Bank is administered by a board (court) of 16 directors, a 
governor, and a deputy governor. The governor, the deputy gover- 
nor and other members of the court of directors are appointed by 
the King. The “court” meets once a week, at which time the 
weekly statement of the Bank is drawn up and changes in the Bank 
rate are decided upon. On exceptional occasions, the Bank rate has 
been changed by the governor without convening the “court,” which 
ratifies the change at its next meeting. 

The Treasury may from time to time give such directions to the 
Bank as, after consultation with the Governor of the Bank, it thinks 
necessary in the public interest. Subject to any such directions, the 
affairs of the Bank are managed by the court of directors in accord- 
ance with such provisions (if any) in that behalf as may be con- 
tained in any charter of the Bank for the time being in force and 
any by-laws made thereunder. 

The Bank, if it thinks it necessary in the public interest, may re- 
quest information from and make recommendations to bankers, and 
may, if so authorized by the Treasury, issue directions to any banker 
for the purpose of securing that effect is given to any such request 
or recommendation — provided that: No such request or recommen- 
dations shall be made with respect to the affairs of any particular 
customer of a banker; and before authorizing the issue of any such 
directions the Treasury shall give the banker concerned, or such 
person as appears to them to represent him, an opportunity of 
making representations with respect thereto. 

The Bank return. The first Bank return after the passage of the 
Currency and Bank Notes Act of 1928 is shown on page 627. A 
brief description of the individual items which appear in the weekly 
return follows: 

(A) Issue Department. Notea in circulation consist of notes in 
the hands of the public and in the vaults of the banks, and notes 
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held as cover for the excess note issue of the banks in Scotland and 
Northern Ireland over and above their fiduciary limits as prescribed 
by Parliament. Notes held by the Banking Department are not in 
circulation ; they represent the difference between the total amount 
of notes issued and the amount in actual circulation. The assets 
held as cover against notes are divided into two parts, (a) the fidu- 
ciary portion and (b) gold. The fiduciary portion of the note issue 
is backed chiefly by Government securities and by an amount of 
silver coin which may not exceed £5,500,000. The type of securi- 
ties held by the Issue Department is left to the discretion of the 
Bank. Income derived from these securities is applied to meet ex- 
penses in connection with the printing, issuing, and canceling of 
notes, and the balance is turned over to the Treasury as public 
revenue. 

Government debt represents the aggregate of loans made directly 
by the Bank to the Government. 

Other Government securities consist of Government bonds, 
Treasury bills, etc., while Other securities include commercial bills, 
bonds, stocks, and foreign exchange. Both classes are bought and 
sold in accordance with the Bank’s policy. While each of these 
two items is subject to change from week to week, the total remains 
practically stable, except when the fiduciary limit is altered. 

Gold coin and bullion represents the monetary stock of gold of the 
Bank of England and constitutes the 100 per cent cover which must 
be maintained against notes issued in excess of the fiduciary issue. 

The Currency and Bank Notes Act, 1939, provided for a weekly 
valuation at current prices of the gold (carried theretofore at the 
statutory price of 77s. 9d. per standard ounce 11/12 fine) and securi- 
ties held by the Issue Department. The necessity of making cor- 
responding changes in the volume of currency in circulation because 
of the revaluation procedure was eliminated by tho provision 
whereby the difference between the value of the assets and the 
amount of notes outstanding is transferred from the Issue Depart- 
ment to the Exchange Equalisation Account or from the Account 
to the Department. On September 6, 1939, the Issue Department 
transferred all but about £100,000 of its gold to the Exchange 
Equalisation Account, and the fiduciary issue was raised to £580,- 
000,000. 

(B) Banking Department. The Banking Department is the 
operating division of the Bank and functions in many respects as a 
commercial bank. It acts as fiscal agent for the British Govern- 
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ment, receives as Public deposits the revenue collected all over the 
country, manages the accounts of the National Debt, issues Treas- 
ury bills for the Government, and makes advances to the Govern- 
ment on “Ways and Means” when expenditure temporarily ex- 
ceeds revenue. 

Bankers’ deposits represent exclusively the balances of British 
banks whose main business is conducted in Great Britain. These 
balances constitute a part of the cash reserves of the depositing 
banks, and their importance in the credit structure of the country 
is similar to that of the balances of the member banks with Federal 
Reserve banks in the United States. Although no legally fixed 
reserve requirements exist, the banks maintain balances with the 
Bank of England equivalent on the average to about 5 per cent of 
their deposits, and any change in the money market is reflected in 
this item. An increased demand for funds results in a decrease in 
bankers’ deposits, which in turn forces the joint-stock banks to call 
loans from the market. 

Other accounts include the balances of British banks operating 
chiefly in the Dominions (including the Bank of Ireland) and in 
foreign countries; the balances of foreign central banks, colonial 
banks, merchant bankers, and other financial houses; and the de- 
posits of the Indian and Colonial Governments, of British munici- 
palities, and of private citizens. The Bank pays no interest on 
deposits. 

The Seven-day and other bills, also called post bills, were promis- 
sory notes issued by the Bank of England in amounts from £10 to 
£1,000 payable at seven days’ sight to a specified payee or to order. 
A relic of early years, they were devised by the Bank of England 
“so that in case of the mails being robbed, the proprietor might 
have time to give notice thereof.” 

Government securities consist of direct obligations of the British 
Government, “Ways and Means Advances” to the Treasury, and 
Treasury bills acquired by the Bank on its own initiative and not 
offered to it for discount. Through the purchase and sale of gov- 
ernment securities the Bank of England carries on its open market 
operations. 

Discounts and advances represent Treasury bills and bills of ex- 
change discounted at the Bank at the initiative of its customers, 
and loans made by the Bank to the bill brokers and private cus- 
tomers. 

Securities comprise miscellaneous securities and commercial bills, 
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domestic and foreign, bought by the Bank on its own initiative. 
This item also includes deposits kept with foreign central banks and 
the Bank for International Settlements, and advances made to for- 
eign banks of issue. 

Notes represent the Bank’s own notes which, together with the 
“Gold and silver coin” consisting almost entirely of silver coin, con- 
stitute the cash on hand — called the “reserve” — of the Banking 
Department. The “reserve” represents merely cash on hand main- 
tained to meet any increased demand for currency and has no rela- 
tion whatever to the convertibility of the notes. Prior to the Act oi 
1928, there were no legal provisions stipulating a definite procedure 
whenever a sudden demand for currency arose. The Issue Depart- 
ment could lawfully issue notes only against gold, but it is obvious 
that gold cannot always be imported as fast as the demand for notes 
may arise. This inelastic currency system functioned satisfac- 
torily under normal economic and financial conditions; however, in 
a crisis, there would be an increased demand for legal tender money 
which could be met only through increasing the fiduciary issue. 
On four occasions after the passage of the Bank Act of 1844 (1847, 
1857, 1866, and 1914) the Bank of England was confronted with a 
demand for notes exceeding the Bank’s gold holdings and fiduciary 
limit. The situation was met in each case by “suspension” of the 
Bank Act; that is, the Government granted the Bank power to issue 
notes in excess of the fiduciary maximum, without interfering with 
the principle of convertibility. This lack of elasticity was remedied 
by the Act of 1928, which enables the Bank to increase its fiduciary 
issue, with the permission of the Treasury. 

The “proportion.” The ratio of notes and gold and silver coin 
held by the Banking Department, or the “reserve,” to its deposit, 
liabilities (public and other deposits) is called the “proportion.” 
It is analogous to the cash ratio of any commercial bank, but, since 
the country’s credit system depends on the liquidity of the Bank- 
ing Department, the “proportion” is a considerably higher percent- 
age than the customary bank ratio. The “proportion” is not pre- 
scribed by law, but under fairly normal conditions is not permitted 
to fall below 30 per cent. As a matter of fact, up to 1914 the aver- 
age was around 43 per cent. From 1914 to 1927 the average pro- 
portion ranged from 14 per cent to 34 per cent. From 1927 the 
proportion kept on increasing, and in the last week of February, 
1930, it reached 65 13/16 per cent, the highest point since 1896 . 
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After that time the proportion decreased and at the end of August, 
1939, amounted to 21 3 per cent. 

Wartime developments: The Bank of England. Since the out- 
break of World War II, the monetary and credit policies have been 
centered in the Treasury; and the Bank of England, like the cen- 
tral banks of the other belligerent countries, has become merely the 
instrument through which the adopted policies are executed. The 
Chancellor of the Exchequer is obviously interested in financing 
the war as cheaply as possible. This necessitates an abundant sup- 
ply of funds, which in turn depends on the credit-expansion power 
of the clearing banks. The latter by tradition maintain a 10-11 
per cent ratio of cash (currency in the tills plus deposits with the 
Bank of England) to deposits. It is the function of the Bank of 
England to provide an adequate cash reserve for the clearing banks. 
Hence, the purchases of Government securities by the Bank of Eng- 
land since the beginning of the war have not been undertaken as a 
direct participation in financing the war deficits, but rather for the 
purpose of supplying the growing demand for currency and broad- 
ening the credit base of the country. 

The striking change in the balance sheet items of the Bank of 
England is the practical disappearance of gold and the sharp in- 
crease in the fiduciary issue. The increase in the holdings of Gov- 
ernment securities by £1,18(5, 9(5 1,000 during almost six years of war 
corresponds approximately to the rise in the fiduciary issue and in 
bankers’ deposits. 

The vast increase in the amounts received and paid out daily by 
the Treasury causes disturbances in the equilibrium between bank- 
ers’ deposits and Government (Public) deposits at the Bank of 
England. The latter, through open-market operations, endeavors 
to adjust the daily fluctuations and maintain bankers’ balances on 
an even keel. These open-market operations are purchases and 
sales of securities undertaken for the investment and disinvestment 
of resources accumulated by Public Departments. When public 
deposits are low, bankers’ deposits are usually high, and the banks 
are in need of investments. The agent of the Bank of England 
then makes available to them securities held by the Public Depart- 
ments. Such o{x*ration benefits both the Public Departments and 
the banks, since it replenishes the balances of the Departments and 
provides an outlet for the surplus fundB of the banks. When bank- 
ers' balances are low, the procedure is reversed; the agent of the 
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Bank of England buys Treasury bills from the banks for account of 
the Public Departments. 

BALANCE S HEE T ITEMS OF THE BANK OF ENGLAND 
(in thousands of pounds sterling) 


Issue Department 

August 80, 
1989 

August 8 , 

1946 

+ Increase 
— Decrease 

Notes in circulation , 

529,499 

1,323,842 

+ 794,343 

Notes m banking department 

33,512 

26,406 

1,349,315 

- 7,106 

Government debt and securities 

295,816 

+1,053,499 

Other securities 

3,471 

673 

- 2,798 

Silver com ... 

713 

12 

- 701 

Gold com and bullion. . . 

263,011* 

248f 

- 262,763 

Fiduciary issue 

300,000 

1,350,000 

+1,050,000 

Banking Department 

Deposits. Public , .... 

31,068 

15,004 

- 16,064 

Bankers’ 

90,143 

203,092 

+ 112,949 

Others 

38,976 

53,501 

+ 14,525 

Government securities . . 

113,126 

246,588 

+ 133,462 

Other securities 

24,629 

13,652 

- 10,977 

Discounts and advances 

6,388 

2,313 

— 4,075 

Gold and silver com . 

738 

605 

- 133 

Both Departments: 

Government debt and securities 

408,942 

1,595,903 

+1,186,961 

Notes in circulation and deposits 

689,686 

1,595,439 

+ 905,753 

“Proportion” ... 

21.3% 

9 9% 


Ratio of gold to notes in circulation and 

deposits , , 

38 13% 

.0155% 


* At 158s 6d per fine ounce 
t At 172s 3d per fine ounce. 


Open-market operations. The war credit policy of the Bank of 
England, aimed at providing an adequate credit base for financing 
the war deficits, introduced a new technique in open-market opera- 
tions. The novel procedure constitutes an important departure 
from the old-established tradition that the clearing banks do not 
rediscount or sell bills they have discounted, and that they have no 
direct contact with the Bank of England in discounting or redis- 
counting. The new method was employed first in April, 1939, and 
to a greater extent in December, 1939, when money-market condi- 
tions became tight. 

In the past, open-market transactions undertaken for the pur- 
pose of expanding or contracting the credit base were carried out 
through the discount market, which by tradition had become the 
link as well as the buffer between the Bank of England and the com- 
mercial banks. Under the new procedure, whenever a shortage of 
funds develops and the discount houses have difficulty in taking up 
the Treasury bills for which they have tendered the preceding week, 
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the official agents of the Bank of England in the discount market 
will buy for the Bank of England, and probably for the account of 
Public Departments, shortly maturing Treasury bills directly from 
the clearing banks, with the understanding that the latter will use 
the proceeds to buy from the market eligible bills of the longest 
maturity. Thus, the clearing banks have become the medium 
through which the Bank of England aids the discount market, 
The traditional barrier between the Bank of England and the com- 
mercial banks has been removed and is not likely to be reimposed. 

When the clearing banks have a surplus of funds which cannot 
profitably be employed in the discount market by buying bills or 
making loans, the agent of the Bank of England will sell directly 
to them Treasury bills held by the Public Departments or the 
Banking Department. On the other hand, when the clearing banks 
need cash, they can obtain it not only by the traditional practice of 
calling loans from the market, but also by selling bills to the agent 
of the Bank of England. 

This new procedure in open-market operations is an additional 
instrument of credit control and not a substitute for the old one 
There has occurred, however, a significant change in the open- 
market operations in the discount market. In prewar days, when 
a shortage of funds developed in the market, the discount houses 
were forced “in the Bank,” that is, they either had to rediscount 
eligible bills at the Bank of England at the punitive Bank rate or 
obtain seven-day loans at % per cent over the Bank rate. Only 
purchases of bills initiated by the Bank of England could be made 
at the open-market rates. Bince the outbreak of the war, however, 
when the discount market was pressed for funds it could invariably 
sell eligible and usually short-term bills to the agents of the Bank 
of England at the market rate. The discount houses are thus able 
to obtain assistance from the Bank of England, that is, be “in the 
Bank," without the penalty of discounting at the Bank rate. 
Should, however, the credit expansion and low interest rates policy 
of the war Ixj superseded by a policy of credit contraction, the offi- 
cial discount rate would regain its significance. 

Treasury Deposit Receipts. In July, 1940, the Government in- 
stituted a new method of short-term borrowing as an alternative to 
increasing the amount of Treasury bills. The amount of the 
weekly offerings of Treasury bills is kept at a fairly stable level, and 
the Exchequer short-term requirements in any one week are cov- 
ered by accepting through the Bank of England six-month deposits 
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from the clearing and Scottish banks and also from Empire central 
banks operating in the sterling area. These deposits, made in units 
of £500,000, are termed “Treasury Deposits by Banks” or “Treasury 
Deposit Receipts.” Each week the Treasury, in consultation with 
the Bank of England, determines the amount it requires from the 
banks and communicates it to the chairman of the Clearing Bank- 
ers’ Committee, which apportions on Friday the total among the 
banks. The individual banks are permitted to choose the day of 
the week m which to make their payments and thus are able to hold 
down fluctuations in their cash position to a minimum This 
method of direct borrowing by the Treasury from the banks is 
somewhat similar to the banks’ deposit of surplus cash at interest 
with the Bank of England during World War I. 

The Treasury Deposit Receipts earn interest at rates fixed from 
time to time. The rate was originally fixed at V/a per cent per 
annum and remained unchanged until October, 1945, when it was 
reduced to % of 1%. The Deposit Receipts are nonnegotiable but 
can be used by the banks at par to pay for their own and customers’ 
subscriptions to new Government issues, except Treasury bills. 
The lending banks may require repayment before maturity, sub- 
ject to a rebate at the Bank rate, which has been 2 per cent since 
October 26, 1939. 

Owing to their six-month maturity and their eligibility for redis- 
count at the Bank of England, the Treasury Deposit Receipts are 
included by the banks among their quick assets, after cash, short 
loans, and bills. At the end of June, 1945, Treasury Deposit Re- 
ceipts held by the eleven London clearing banks amounted to £1,- 

938.500.000, representing 65.9 per cent of the clearing banks’ liquid 
assets as against 4.6 per cent accounted for by' bills discounted. 
Total Treasury Deposit Receipts on the above date were £2,075,- 

500.000. The rapid growth of Treasury Deposits caused a question 
to be raised in Parliament in November, 1940, as to whether a limit 
should be fixed. The Chancellor of the Exchequer replied that he 
could not consider stipulating such a limit. 

The Treasury Deposits by Banks enable the Exchequer to obtain 
funds for six months at an interest rate only 3/32 per cent higher 
than the rate it currently pays on three-month Treasury bills. The 
ease in recalling the Deposits before maturity gives them a degree 
of liquidity possessed by the Treasury bills. On the other hand, 
while a bank in a tight cash position can call loans from the market 
and cease buying Treasury bills, it is hardly in a position to refuse 
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to accept its allotment of the weekly quota of Treasury Deposit 
Receipts. The Treasury Deposit Receipt has established an addi- 
tional direct contact, including rediscount facilities, between the 
clearing banks and the Bank of England. 

The Exchange Equalisation Account. The Exchange Equalisa- 
tion Account came into existence on June 24, 1932, for the purpose 
of ironing out fluctuations in the pound sterling. At the time it 
commenced operations, its assets totaled £175,000,000, consisting 
mainly of Treasury bills. Two additional appropriations by the 
House of Commons brought the total of the Account up to £575,- 
000,000. 

On August 25, 1939, when the outbreak of the war with Germany 
became imminent, the Account withdrew its support of the pound. 
The Currency Defence Act of September 1, 1939, abolished the 
statutory limit on the size of the Account and authorized it to hold 
foreign securities and to use its assets, including gold and foreign 
exchange, to finance war purchases abroad. The operations of the 
Exchange Equalisation Account are surrounded by great secrecy 
and hence little is known about its activities. 

The joint-stock banks. In contrast to the United States, Eng- 
land has not enacted special legislation regulating the organization 
and management of banks. Banks are incorporated under the 
Companies (Consolidation) Act of 1908 (amended in 1929), or in 
exceptional cases (as that of the Bank of England) under a Royal 
Charter and an Act of Parliament. * » 

Banking in England is highly concentrated, and the branch bank- 
ing system is firmly established. After the end of the First World 
War, the number of joint-stock banks decreased steadily, but since 
1928 has remained stationary. At the end of 1938 the 15 joint- 
stock banks of England and Wales (excluding the Bank of Eng- 
land) maintained 10,151 branches. Owing to the manpower short- 
age, and destruction of buildings by aerial warfare, the number of 
branches was reduced during the war. At the end of 1943 the 13 
joint-stock banks of England and Wales operated 8,279 branches. 

The bulk of the banking resources of Great Britain is concen- 
trated in five banks, called the “Big Five,” shown in the table 
on page 536. 

Deposits. In contrast to many of the Continental European 
banks, the British joint-stock banks are typical deposit banks. 
Their deposits are of two types: (1) balances on “current account,” 
subject to withdrawal on demand and similar to demand deposits in 
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THE “BIG FIVE” AS OF DECEMBER 31, 1943 


Institutions 

Number of 
Branches 

Paid-Up Capital 
and Reserves 

Midland Bank, Ltd 

. . . . 1,792 

£ 28,569,230 
27,108,217 

Barclays Bank, Ltd 

. 1,763 

Lloyds Bank, Ltd. 

. . . 1,472 

25,810,252 

18,958,832 

National Provincial Bank, Ltd 

. 1,102 

969 

Westminster Bank, Ltd 

18,640,314 

Total 

. . 7,098 

£119,086,845 


Deposits 

£ 859,692,181 
822,499,871 

727.903.279 

521.342.279 
541,789,356 


£3,473,226,966 


the United States, and (2) balances on “deposit account,” which 
cannot be withdrawn as a rule on less than seven days’ notice. In 


London, except by a special arrangement, no interest is allowed on 
current accounts Outside of London, on the other hand, current 
accounts sometimes receive a rate of interest as high as the rate 
allowed m London on “deposit” accounts. The clearing banks in 
the London district, which include all the large joint-stock banks, 
usually pay on “deposit” accounts a rate 2 per cent below the Bank 
of England’s discount rate. However, when the Bank rate was 
reduced on June 30, 1932, from 2% to 2 per cent, the rate on “de- 
posit accounts” remained unchanged at % of one per cent. “Fixed 
deposits,” that is, large sums left on deposit for definite periods of 
several months, command a higher interest rate and are subject to 
special agreements. 

Division, of assets. Although the operations of the joint-stock 
banks are not regulated by law, during the course of years they have 
developed certain well-defined rules concerning the employment of 
their deposits. The approximate percentage of the London clear- 
ing banks’ assets to their deposit liabilities is shown below, in order 
of liquidity: 


Cash on hand 

Balance at Bank of England 

Balances with other banks and Items in process of col- 
lection 

Money at short notice and call 

Treasury bills and bills of exchange 

Treasury Deposit Receipts 

Investments (mainly a mixture of long- and short-dated 

British Government securities) 

Discounts, loans, and advances 


Interwar 

June* 

Period 

am 

6 per 
5 per 

centl 

cent/ 

10 per cent 

3 per 

cent 

4 per cent 

8 per 

cent 

4 per cent 

14 per 

cent 

3 per cent 



40 per cent 

16 per 

cent 

23 per cent 

48 per 

eent 

16 per cent 


Although not required to do so by law, as is the case in the United 
States, by custom and traditioh the joint-stock banks adhere to the 
practice of maintaining a cash reserve 1 of from 10 to 11 per cent 


1 Including balance at Bank of England. 
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against their deposits. Using this reserve ratio as a working basis, 
the banks as a rule refrain from granting new credits whenever the 
ratio of cash falls below 10 per cent of their deposits. The self- 
imposed rule of maintaining a reserve in cash of 10 to 11 per cent 
of their deposits thus has the same effect as the legal reserve re- 
quirements of the member banks in the United States. 

From the outbreak of the war up to June 30, 1945, deposits of the 
London clearing banks, which account for about 85 per cent of total 
bank deposits of the country, rose from £2,245,000,000 to £4,751,- 
000,000, an increase of 111.6 per cent. The increase of deposits by 
£2,506,000,000 was largely caused by an increase of £529,000,000 in 
investments and the lending of £1,939,000,000 by the banks to the 
Treasury in the form of Treasury Deposit Receipts. On the other 
hand, there was a decrease in advances of £224,000,000. Thus, the 
increase in deposits represents, almost entirely, funds placed at the 
disposal of the Treasury. 

BALANCE SHEET ITEMS OF THE ELEVEN LONDON CLEARING BANKS 
(in millions of pounds sterling) 

Per Cent Per Cent 

August) of Total June, of Total + Increase 


19$ ( J Deports 1945 Deposits — Decrease 

Total deposits 2,245 . . . 4,751 . . . +2,506 

Cash* 233 10.4 494 10.4 + 261 

Balances with other hanks, 

cheeks, items in transit . . 74 3.3 180 3.8 + 106 

Money at call and abort no- 
tice 147 6.5 195 4.1 + 48 

Bill# diacmmtodt 279 12.4 135 2.8 - 144 

Treasury Deposit Receipts. ... ... 1,939 40.8 +1,939 

Investments*. 599 26,7 1,128 23.7 + 529 

Advance# 985 43.9 761 16.0 - 224 

Total earning a ssets. ...... 2,034 90.6 4,182 88.0 +2,148 

Capital and published ro- 

eer YM 139 6.2 144 3.0 + 5 

Ratio of quick assets to de- 
posits*. . 82.7% 61.9% 

Ratio of government secu- 
rities to earning assetsU . . 43,2% 76.6% 

Ratio of advances to earning 

amts 48,4% 18,2% 

Ratio of capital and reserves 

to investments 23.2% 12,8% 

Ratio of capital and reserve# 

to earning assets 6.8% 3,4% 


* Balance* aft the Bank el England plus currency in the till*, 
t Practically «U Treasury btUe tier* th« outbreak of the ear. 
i Kuan dally loot* ud akk^atirffl Ocwatnmant vcourltle*. 

1 Quick iSSuds cash, balance* with ami cheek* In ooum of collection on other bank* In Orest 
intake and Maud, monay at call and short notice, bill* dieoounted, and Treasury Deposit Receipt*. 
1 Government mmitm «* bills discounted, Treasury Deposit Receipts. and Investments. 
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The unprecedented volume of deposits is not likely to shrink ma- 
terially in post-war years, since no substantial sales of the banks’ 
holdings of Government securities to the public nor appreciable 
redemption of the Government debt with budgetary surpluses may 
be expected. The contraction of bank credit after World War I 
was very small. Deposits of the English joint-stock banks, exclu- 
sive of the Bank of England, rose from £809,000,000 at the end of 
1913 to a record amount of £1,974,900,000 at the end of 1921, and 
subsequently declined to the lowest post-war figure of £1,806,800,- 
000 at the end of 1925. Thus, despite a four-year period of cur- 
rency deflation and appreciation of the pound to parity, a 50 per 
cent fall of prices from their post-war peak, and curtailed industrial 
activity, deposits were reduced by only 8.5 per cent. 

Liquidity. The expansion of deposits has been accompanied by 
a steady increase in liquidity. In addition to the primary liquidity 
ratio of 10-11 per cent of cash to total deposits, observed as rigor- 
ously as if it were stipulated by law, the banks were maintaining in 
the interwar period a secondary ratio of other liquid assets of about 
20 per cent, making a total of cash and quick assets of about 30 per 
cent of their deposit liability. While the cash ratio has remained 
at the traditional level, the secondary ratio rose steadily above the 
minimum after the outbreak of the war. The ratio of quick assets 
to total deposits increased from 32.7 per cent in August, 1939, to 
61.9 per cent in June, 1945. 

The amount of cash available to the banks depends on the operar 
tions of the Bank of England, but the size of the secondary ratio, 
particularly in a period of credit expansion, is determined by the 
individual bank and the availability of suitable assets convertible 
into cash at a few days’ notice. Under the gold standard, and to 
a lesser extent even under the operation of the Exchange Equalisa- 
tion Account, the amount of bank cash determined the volume of 
bank credit. After the outbreak of the war the procedure was re- 
versed; it was the needed volume of credit that determined the 
amount of cash to be supplied by the authorities. 

While the maintenance of a high secondary liquidity ratio affects 
earnings adversely, it enables the banks to meet possible large-scale 
withdrawals of deposits and eliminates the risk of price decline in- 
herent in long-term securities. 

Advances. The outstanding change in the composition of the 
earning assets of the clearing banks during the war was the decline 
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of advances — the largest and most profitable asset in prewar times 
— both in absolute and relative figures. On June 30, 1941, for the 
first time in the history of the British banks, investments exceeded 
advances. In November, 1942, Treasury Deposit Receipts rose to 
second place among assets, forcing advances down to third place. 
From £985,000,000 in August, 1939, representing 48.4 per cent of 
total earning assets, advances declined to £761,000,000 in June, 
1945, or 18.2 per cent of earning assets. This downward movement 
is merely an intensification of a trend long in evidence in Great 
Britain and the United States. 

The decline m advances after the outbreak of the war, despite the 
rise in prices, production, and employment, was brought about 
largely through Statutory Rules and Orders and the policy of the 
Treasury, communicated to the banks in the form of “suggestions 
for guidance.’ ’ The banks were requested : 

... to view their loans and advances as an instrument m the vigorous and sue' 
ccssful prosecution of the war, to lie chary of extending accommodation, how- 
ever well secured, which would support unnecessary production and consump- 
tion, and, on the other hand, to turn a lenient eye to demands for credit required 
for essential purposes. . . . Wherever a given programme is checked or halted 
by lack of credit , the machinery is there for making the banks aware of the 
need, and, if necessary, pointing the finger of duty to them. 

The negative, aspect, (of Orders and the specific guidance) has been to arrest 
almost completely the grant of fresh personal and investment advances. . . 
The positive aspect, . . . has been to give rise to a very considerable increase in 
bank advances to Government contractors and subcontractors. In many cases 
the help given by the banks in such directions has involved the grant of loans 
that would have been deemed thoroughly unsound by customary banking stand- 
ards. Small firms engaged on Government, contracts have been granted loans 
rising to quite fantastic, ratios to the firms’ own resources . 2 

While a considerable amount was lent by the banks to firms en- 
gaged on war work, it was not sufficient to offset the reduction 
caused by the drastic contraction of loans to large users of bank 
credit, such as the building industry, installment-purchase finance 
firms, and underwriters of new issues. In addition, where the Gov- 
ernment assumed control over an industry like shipbuilding, ship- 
ping, or the trade in wool, the banks, with rare exceptions, were no 
longer called upon to finance these operations. Other factors in the 
decline of advances were the sharp curtailment of luxury industries, 
concentration of industries, repayment of stock-exchange loans, 
repayment of loans with proceeds from the liquidation of inven- 

,4, Tho Economist," Banking Supplement, November 10, 1840, page 4. 
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tones, and increased deposits resulting from deficit financing with 
bank credit, which enabled business to meet its working capital re- 
quirements without borrowing from banks. 

Private banks. Of the numerous private banks which once oper- 
ated all over England, very few are still in existence; most of them 
have either been absorbed by the joint-stock banks or liquidated. 
Of the few still m existence, some can trace their origin to the sev- 
enteenth century, and their continued existence is due to the excel- 
lent record of their business conduct. At the end of 1938 there were 
three private banks, with total resources of £13,565,000. These 
banks not only supply funds to the money market and make loans 
and advances to industry and trade, but also frequently participate 
in the underwriting of domestic and foreign capital issues. The 
ratio of their discounts and advances to total liabilities is larger 
than that of the joint-stock banks, while the proportion of their 
investments to total liabilities is smaller. 

Dominion and colonial banks. These institutions transact most 
of their business in the dominions and colonies, but maintain offices 
in London in order to facilitate the foreign trade and the interna- 
tional financial transactions of their respective countries. In addi- 
tion to financing transactions arising out of foreign trade, they often 
act as issue houses and as financial and fiscal agents for the loans 
contracted by their respective countries in the London market. 

Foreign banks. In contrast to the restrictions imposed upon the 
establishment of branches of foreign banks by the State of New 
York and other States of the United States, Great Britain has no 
special laws relating to foreign banks, and the latter may establish 
branches in England and conduct their business under the same 
conditions that apply to the British institutions. Like the domin- 
ion and colonial banks, the branches of foreign banks supply bills of 
exchange to the market, transact foreign exchange business, and 
place their surplus funds at the disposal of the money market. The 
branches of foreign banks are the principal dealers in foreign ex- 
change of the countries which they represent. 

Overseas banks. The British joint-stock banks have opened 
few branches abroad. Instead, they conduct their foreign business 
through correspondents, affiliated institutions abroad, and specially 
organized overseas banks. The latter usually maintain their head 
offices in London, although one of the most important, the Hong- 
kong and Shanghai Banking Corporation, has its head office in 
Hongkong. 
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Investment houses. In addition to the above-described banking 
institutions, which concern themselves primarily with commercial 
banking and with the placing of funds in the market or in the crea- 
fion of acceptances, there are a number of investment houses that 
are primarily engaged in the flotation of long-term loans, domestic 
and foreign. In contrast to the situation in the United States prior 
to 1930, the number of investment houses engaged in the under- 
writing of foreign securities is small, and the business is concen- 
trated in the hands of a few internationally known institutions 
which have been important factors in the exportation of capital 
from Great Britain for many decades. Furthermore, their field of 
operation is more or less well divided, and one house does not often 
compete for the business that is considered the field of operation of 
another institution. Some of these investment houses also engage 
in the creation of acceptances and in the financing of short-term 
transactions, and, at times, place large funds at the disposal of the 
money market. 

Accepting houses. The function of the accepting houses con- 
sists of accepting bills of exchange, and thus guaranteeing their 
payment on maturity. The signature of a Loudon acceptance 
house makes possible the instant conversion of international bills 
into cash ; and, since the bills are sold in the market, the burden of 
financing the underlying transactions is shifted from the buyer or 
seller to the discount market. The acceptance houses usually 
charge a commission varying from V4 to Vk of one per cent on 
a three-months’ bill, the commission depending upon the credit 
standing of the drawer and nature of the risk involved. The 
drawer or originator of the bill as a rule places funds with the ac- 
ceptance house in time to meet the bill. The acceptor, however, 
must be prepared to take up the bills regardless of whether or not 
the funds have been provided. Usually balances are maintained by 
the drawers with the acceptance houses and are made available by 
them to the money market. 

The larger acceptance houses also receive deposits on current 
account, buy bills, participate in the underwriting of foreign loans 
of both governments and corporations, and act as fiscal agents for 
the latter. Some of the acceptance houses deal in bullion. Al- 
though the acceptance houses also appear as buyers of bills, their 
main function is to accept. Long years of business experience have 
given the accepting houses a valuable and almost exclusive knowl- 
edge of the credit standing of the drawers of bills and of the under- 
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lying transactions, and this knowledge has enabled them to carry 
out their extensive business with practically no loss. It is only m 
times of great crisis, such as the outbreak of war, or the introduction 
of “standstill” agreements, or other restrictions to the free move- 
ment of funds, that the acceptance houses suffer considerable losses. 
In such cases they usually rely on and receive the full assistance of 
the Bank of England. 

The bill brokers. A characteristic feature of the London money 
market is the existence of a buffer between the joint-stock banks 
and the Bank of England in the form of intermediaries whose ex- 
clusive function is to discount or purchase bills offered in the mar- 
ket. These intermediaries are either individuals or firms special- 
ized in this field, and their knowledge of the credit standing of the 
acceptors makes them a valuable integral part of money market 
machinery. The bill brokers are the connecting link between the 
various members of the money market, and their mode of operation 
gives the market a great degree of liquidity. 

There are three classes of bill brokers. (1) “running brokers,” 
(2) private firms, and (3) public and private discount companies, 
called “discount houses.” There were eight running brokers who 
acted as intermediaries between buyer and seller but never acted as 
principals in the transactions. The running broker works on a 
commission basis and consequently needs very little capital of his 
own. His specialized knowledge of the sources of supply and de- 
mand for bills of certain names and maturities and of the commit- 
ments of the individual acceptance houses makes him a useful mem- 
ber of the money market. His opinion about the trend of money 
rates is sought by all interested parties, and his advice is usually 
accepted in fixing the rate when a substantial supply of bills is dis- 
posed of. The banks wishing to buy bills often avail themselves of 
the services of the running broker, who, for the sake of his reputa- 
tion, will pass only on bills that he considers a first-class risk. 

There were 17 private firms, with an aggregate capital of about 
£8,000,000, that bought and sold bills for their own accounts. Al- 
most their entire capital is invested in securities that are pledged as 
collateral for loans obtained from banks and other lenders of Bhort- 
term funds. They transact their business with borrowed funds, 
and thus appear in the market in the dual capacity of dealers in 
bills and borrowers of short-term funds. 

There were three big public and four private discount companies. 
The three public companies are Alexander’s Discount Company. 
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Ltd., National Discount Company, Ltd., and Union Discount Com- 
pany of London, Ltd., with combined capital and reserves of £9,- 
326,667, bills discounted in the amount of £186,866,801, and total 
assets, £256,852,014 (as of December 31, 1943). The four private 
companies had a capital of £1,625,000 at the end of 1938. In con- 
trast to the clearing banks, which never sell bills or borrow money, 
the discount houses sell bills in case of need or when there is a 
chance of making a profit, and borrow in the open market for a day 
or a week. The public companies also accept deposits at call or 
notice from the public (preferably from leading traders and mer- 
chants), on which they generally allow interest at *4 to J /> of one 
per cent above the rates paid on deposits by the joint-stock banks. 

Since the funds employed in the discount market represent the 
bulk of the surplus short-term funds, the discount market was the 
most sensitive market and reflected immediately any change in 
demand and supply If a contraction of credit took place, this mar- 
ket was the first to feel it. A safety valve, however, was provided 
m the readiness of the Bank of England to discount bills at the 
Bank rate, which is usually 1 per cent above the lending rate of the 
clearing banks, or to make advances for not less than a week at a 
rate which is practically always y» of one per cent over the Bank 
rate. The 1 per cent difference between the Bank rate and the 
standard lending rate of the clearing banks to the bill market con- 
stitutes theoretically the extreme range of the rate for bills. This 
narrow margin makes the bill broker the most alert student of 
financial conditions at home and abroad, because a misinterpreta- 
tion of conditions or a lack of knowledge of certain facts influencing 
the trend of money rates may turn his profit into a loss. 

The discount market during the war. The war adversely af- 
fected the London discount market in all its important functions. 
The international commercial bill of exchange on London, which 
accounted for the bulk of the discount business, had been gradually 
losing its importance since 1931 and disappeared with the outbreak 
of the war. The specialized knowledge of names and trades 
throughout the world and the skill in grading and discounting com- 
mercial bills acquired by tradition and long experience ceased to 
have any practical value. The attempt in the immediate prewar 
years to develop the domestic acceptance met with some degree of 
success, but the return was only a small fraction of the earnings of 
which the market had been deprived with the disappearance of the 
international sterling acceptance. The concentration of trade after 
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the declaration of war in the newly created Ministries of Supply, 
Food Supply, and Shipping, and in Government-controlled agen- 
cies, virtually brought to an end the use of the domestic bill. The 
discount market has thus lost its original and most important func- 
tion, which gave it the distinction of being a vital element in Brit- 
ain’s commercial and financial organization. 

In the 1930’s the Treasury bill began to replace the commercial 
bill, contributing a steadily growing proportion of the discount 
business, and now accounts for probably 95 per cent of all bills 
passing through the market. The routine transactions in Treasury 
bills do not require the skill or the services of the greater part of tho 
existing personnel of the market. Furthermore, the rapid growth 
of the Government short-term debt has not appreciably increased 
the business of the discount market. By tradition the banks do not 
tender directly for Treasury bills, and in the prewar organization of 
the London money market there was no direct contact between the 
clearing banks and the Bank of England. Hence, a substantial in- 
crease in the weekly tender issue of Treasury bills would have 
brought the discount market additional automatic profits on tho 
resale of the bills to the banks, which, apparently, in the opinion of 
the authorities, the market did not deserve. Consequently, in the 
last quarter of 1939, tradition was ignored and direct transactions 
in Treasury bills between the clearing banks and the Bank of Eng- 
land were instituted, thus by-passing entirely the discount market 
for a considerable part of the banks’ dealings in Treasury bills. 
From the fall of 1939 to July, 1940, when the Treasury Deposit Re- 
ceipt was introduced, the official agent of the Bank of England was 
selling to the banks Treasury bills originally issued through the 
tap. As a result of these developments, tho discount market has 
been considerably weakened in its function as an indispensable link 
between the commercial banks and the Bank of England. 

Concentration in the discount market. During the past decade, 
and particularly since the outbreak of the war, the Bank of England 
on occasion has requested the discount market to reduce tho num- 
ber of discount houses by consolidations, with the object of raising 
the capital and reserves of each firm to at least £1,000,000. This 
amount is considered by the authorities a desirable minimum capi- 
talization. Some firms were approached directly by the Bank of 
England with the suggestion that they merge and form stronger 
units. As a result of this prompting, backed by the Treasury since 
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the beginning of the war, the number of discount houses was con- 
tracted through mergers and consolidations from twenty-two in 
1930 to twelve m July, 1942. 

The reason for the official drive for concentration was the shrink- 
age in the volume of bills of exchange after the outbreak of the war. 
Hence, the return on the discount business, including the standard- 
ized transactions in Treasury bills, provides only a small part of the 
overhead expense. The discount houses, therefore, have for years 
past relied mainly on bond holdings and transactions for their in- 
come. These operations involve a greater degree of risk than the 
acceptance business and consequently require a stronger capital 
structure. 

International acceptance business. In contrast to 1914 the im- 
pact of the outbreak of World War II upon the London money mar- 
ket was of short duration and caused little disturbance, because the 
volume of foreign sterling acceptances outstanding at the end of 
August, 1939, was only a small fraction of what it was m August, 
1914. 

Immediately after the declaration of a state of war with Germany 
the Treasury directed the Bank of England to extend aid to ap- 
proved acceptors of bills of exchange who were unable to meet their 
liabilities because the war deprived them of the remittances due 
from their obligors abroad. Provided the bills were normally dis- 
countable in the London market and were accepted before Septem- 
ber 3, 1939, the acceptance houses could obtain from the Bank of 
England special advances of funds necessary to meet the bills at 
maturity. Such advances were at a punitive rate of 2 per cent over 
the Bank rate, with a minimum of 6 per cent per annum. 

The problem of assisting the market arose mainly in connection 
with the German standstill credits, which were estimated to amount 
to about £37,000,000 at the end of August, 1939. As a result of 
suggestions and requests of the Bank of England, approximately 
60 per cent of the German standstill acceptances had been taken up 
by the accepting banks for their own account well before the out- 
break of the war. The greater part of the outstanding debt was in 
strong hands and its withdrawal from the market and its writing 
off and removal from the balance sheet caused no difficulty. In 
some cases, however, resort had to be made to special advances from 
the Bank of England, causing a considerable expense at a time 
when the earning capacity of the merchant banks was reduced by 
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the virtual suspension of new issues, by the loss of the bulk of the 
foreign-exchange business to the clearing banks, and by the disap- 
pearance of the security and bullion arbitrage business 

The merchant banks. The war dealt the merchant banks a par- 
ticularly heavy blow because it deprived them of most of their nor- 
mal functions. By the slow process of evolution and the gradual 
adaptation to changing conditions, the London merchant banks on 
the eve of the war were engaged m the following activities: granting 
acceptance credits; receiving deposits from customers for whom 
they accepted; foreign-exchange transactions, including those re- 
sulting from the international acceptance, business, which in turn 
afforded opportunities for arbitrage m foreign exchange, securities, 
and bullion; floating and servicing bond issues, mainly of foreign 
borrowers; and managing investment portfolios of individuals and 
corporations. 

At the outbreak of the war the merchant banks held about £23,- 
000,000 of German standstill bills, and more acceptance credits be- 
came frozen as the German armies occupied country afler country 
on the Continent of Europe. The domestic acceptance business, 
laboriously developed in the years immediately before the war, de- 
clined greatly with the disappearance of free commodity markets 
and the introduction of direct Treasury financing of Government- 
controlled commodities. Thus, for example, the movement of 
wheat, tea, and cotton from wholesalers through the middlemen 
and processors to retailers and consumers was financed by Govern- 
ment Ministries. Similarly, the importation of wool from Aus- 
tralia was entirely financed by the Treasury instead of by accept- 
ance credits or bank loans. 

The war reduced drastically the volume of international trade 
and consequently diminished considerably the volume of foreign- 
exchange business. The gold bullion market had no business to 
transact because the newly mined gold was bought directly by the 
Bank of England for the account of the Treasury. The flotation 
of foreign long-term loans came to an end in 1931, and the war 
brought a ban on foreign lending and arbitrage. 


Queition> for Study «nd Review 

1 What are the principal provisions of the Peel Act? 

2. What are the principal provisions of the Currency and Bank Notes Act 
of 1!)14? 

3 In what kinds of transactions may the Bank of England engage? 
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4 Is the currency of the Bank of England flexible? Why? 

5 What is the meaning of the “proportion”? 

6 How do the joint-stock banks replenish their cash reserves? 

7 How do the jomt-stock banks invest their assets? 

8 What significant changes occurred m the balance sheet of the joint-stock 
banks during World War II? 

0 What important change was made during the war m the open-market 
operations of the Bank of England? 

10 What are Treasury Deposit Receipts? 

11. What is the function of the accepting houses? 

12 What is the function of the running broker? 

Problems 

1 From the statement of the Bank of England given on page 527, calculate 
(a) the “reserve”; (b) the “proportion”; (c) the ratio of gold to notes m circu- 
lation and deposits 

2 On December 81, 1948, the combined statement of the 18 English joint- 
stock banks showed* 

Paid-up capital £ 79,028,138 

Reserve funds 01,570,010 

Deposit and cun exit accounts 4,01 0,490, ( >94 

Cash m hand and at Bank of England .... 017,048,112 

Money at call and short notice 112,589,582 

Discounts, advances, loans 2,183,042,212 

British Government securities 1,101,850,430 

Bonds, stocks, and other investments 71,502,052 

Total assets 4,200,302,160 

(a) What is the reserve ratio? (b), What is the ratio of capital funds to total 
deposits? (c) What percentage of deposits has been invested m Government 
bonds? (cl) What percentage of deposits has been invested in loans? (e) 
What is the ratio of Government bonds to total investments? 
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CHAPTER 30 


The Banking Systems of France and the Netherlands 


The German military occupation of France and the Netherlands 
had a pronounced effect on the banks of the two countries. In 
each country the German authorities appointed banking commis- 
sioners who dominated the activities of the banks and co-ordinated 
them to meet the military, economic, and political requirements of 
the Reich. The Germans also established new banking institutions 
and acquired full ownership or control of existing banks. During 
the period of occupation 1940-1944/45 few facts were made avail- 
able concerning bank operations. After their liberation both coun- 
tries were confronted with difficult economic, political, and social 
problems, and the future of the banking systems is as yet not 
known. In France there is a strong movement to nationalize the 
financial institutions, and the Netherlands Government has ex- 
pressed the intent to nationalize the Netherlands Bank. 

The following is a description of the banking systems of the. two 
countries as they operated before the war. 

The Bank of France, The Bank of France plays a predominant 
r61e in the French financial system, and its influence on credit con- 
ditions there is perhaps greater than that of the Bank of England 
or the Federal Reserve banks in their respective countries. The 
dominance of the Bank of France is due chiefly to the fact that it 
not only performs the ordinary functions of a central bank but, in 
addition, is the largest commercial bank in France. It is not exclu- 
sively a bankers’ bank, as are the Federal Reserve banks in the 
United States, nor does it deal chiefly with banks, as doeB the Bank 
of England. On the contrary, a great part of the business of the 
Bank of France is done directly with individuals and business con- 
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cerns. In order to carry on its general banking business, the French 
central bank operates a nation-wide system of 660 branch offices 
and agencies Anyone properly introduced and identified may 
open an account with the Bank of France and submit bills for dis- 
count. While not required by law to carry reserves with the Bank 
of France, the commercial banks customarily maintain substantial 
balances on deposit and make full use of the central bank’s facilities 
for discounting and collecting commercial paper. 

Organization and administration. The Bank of France was es- 
tablished in 1800, and during the course of the succeeding years its 
statutes have been frequently changed, but like most European 
central banks it has remained a privately owned institution operat- 
ing under the close supervision of the Government. Its capital 
stock, now amounting to 182,500,000 francs, is privately held and 
is actively traded on the bourse. 

By a law enacted July 24, 1936, and made operative August 17, 
1936, the statutes of the Bank of France were materially altered. 
Under this law all stockholders of French nationality are entitled to 
attend the annual general meeting of stockholders, at which each 
shareholder has the right of one vote regardless of the number of 
shares he holds. The management of the Bank is vested in a Gen- 
eral Council composed of the governor and two deputy governors, 
twenty councilors, and three censors. The governor and the dep- 
uty governors are appointed by the Government, and are not re- 
quired to own shares of the Bank. Of the twenty councilors two 
are elected at the general meeting of stockholders from among 
themselves; one is elected by secret ballot by the personnel of the 
bank; and three represent the Ministers of Finance, National Econ- 
omy, and the Colonies. One is appointed by the Committee of 
Savings Banks from among its members and one by the National 
Economic Council from among its vice-presidents; six are chosen 
by the Minister of Finance from lists of three names submitted by 
the National Federation of Consumers’ Cooperatives, the General 
(’on federation of French Artisans, the Assembly of Presidents of 
Chambers of Commerce of France, the General Confederation of 
Labor, the Permanent Assembly of Presidents of Chambers of Agri- 
culture, and the Professional Commercial Sections of the National 
Economic Council; and six shall be ex officio members: the Presi- 
dent of the Finance Section of the Council of State; the Manager 
of the Mouvement G6n£ral des Fonds; the General Manager of the 
Cause des Depots et Consignations; the Governor of the Credit 
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Foncier; the General Manager of the Credit National; the General 
Manager of the Caisse Nationale du Credit Agricole. The three 
censors are elected for three years at the general meeting from 
among the stockholders; they act as auditors of the bank and at- 
tend the meetings of the General Council in a consultative capacity 
only. The councilors other than the six ex officio members are 
elected or appointed for three years. No member of Parliament 
may be a member of the General Council. The General Council 
may delegate all or part of its powers to a permanent committee 
comprised of the governor, the deputy governors, and four coun- 
cilors, including one appointed by the Minister of Finance from 
among the ex officio members and three appointed by the General 
Council. 

Discounts and advances. As a result of the extensive use of the 
domestic bill of exchange, or trade acceptance, in French commerce, 
the discounting of this type of commercial paper is one of the prin- 
cipal activities of the Bank of France. The Bank’s statutes and 
regulations governing discounts are comparatively simple. The 
essential requirements are that bills be drawn to order, have a fixed 
maturity of not more than three months, and bear the signatures 
of three persons or firms known to be solvent. No distinction is 
made between trade acceptances and bankers’ acceptances. Paper 
bearing only two signatures may be discounted provided it is col- 
lateralled by stock of the Bank of France or by any other securities 
on which the Bank is authorized to make advances. 

Like other European central banks, the Bank of France makes 
credit available by advances on securities, or Lombard loans, in 
addition to discounting bills. The interest rate on Lombard loans 
is usually 1 y 2 to 2 per cent higher than the discount rate, and the 
rate on advances on gold is normally % to 1 per cent higher. 

Open market operations. In contrast to its broad power to dis- 
count bills, the Bank of France, up to the middle of 1938, had very 
limited authority to engage in open market operations. Its stat- 
utes permit three types of open market operations — namely, (a) 
dealings in bonds of the Caisse d’Amortissement, (b) the purchase 
of bills and short-term securities for the account of foreign central 
banks, and (e) dealings in foreign exchange. 

In accordance with the convention of June 23, 1928, there was 
issued to the Bank of France 5,930,000,000 franos of bonds of the 
Caisse Autonome d’Amortissement (an autonomous bureau for the 
amortization of the public debt) in settlement of certain advances 
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made by the Bank to the Government during World War I. In 
December, 1931, an additional 2,342,000,000 francs of Caisse 
d’Amortissement bonds were delivered to the Bank to cover losses 
on its holding of sterling bills consequent upon the abandonment of 
the gold standard by Great Britain The convention of June 23, 
1928, authorized the Bank of France to sell these bonds m the open 
market “if it seems expedient, in order to influence the volume of 
credit” and likewise to repurchase them. This privilege opened the 
way for the Bank of France to develop a new instrument of credit 
control However, none of the bonds has ever been sold, and the 
Bank has never attempted to develop open market operations 
in securities. Regular amortization had gradually reduced the 
amount of these bonds to 5,396,000,000 francs by the middle of 
1940. 

Although the Bank of France had no authority to deal in the 
open market in bills and securities for its own account, other than 
m bonds of the Caisse d’Amortissement, it was permitted to engage 
in such operations for the account of foreign central banks. The 
convention of June 23, 1928, between the Government and the 
Bank, provides that “the Bank of France shall have authority to 
purchase bills and short-term securities for the account of such 
foreign central banks as shall have opened current accounts on its 
books.” The Bank may guarantee such bills and securities and 
may also rediscount them at the request of foreign central banks. 
Huch open market operations, if conducted on a sufficiently large 
scale, would have an appreciable effect on credit conditions in 
France. However, they are of little significance as a means of 
credit control, since the initiative must come from foreign central 
banks rather than from the Bank of France. Ordinarily they serve 
merely to facilitate the maintenance of working balances in Paris 
by foreign central banks, but in times of financial crisis they would 
permit foreign institutions to assist the Bank of France by placing 
additional funds at the disposal of the money market. 

By a decree of June 17, 1938, the sphere of the Bank’s open 
market activity was greatly enlarged. The Bank was authorized 
to buy and sell negotiable short-term bills and credit instruments 
such as: bank acceptances, Treasury bills, national defense notes, 
promissory notcH, and short-term paper issued by public bodies. 
Under no conditions, however, may purchases of negotiable instru- 
ments be made for the benefit of the Treasury or of the public 
bodies issuing these instruments. 
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Another effective method of influencing credit conditions by open 
market operations available to the Bank of France is through deal- 
ings in foreign exchange. The Bank has full authority to buy and 
sell foreign bills of exchange and employ balances abroad. The 
purchase or sale of foreign bills m France has the same effect on the 
money market as dealing in securities The purchase of foreign 
bills from French owners places funds at the disposal of the money 
market, while the sale of bills withdraws funds However, such 
operations not only affect the money market but also affect ex- 
change rates Active bidding by the Bank of France for, let us 
say, sterling bills would tend to raise the exchange rate on London 
and might possibly lead to gold exports. Conversely, the sale of 
sterling bills in large volume would depress the sterling rate and 
might cause a movement of gold from London to Pans. Since 
the establishment of the Exchange Stabilization Fund on Septem- 
ber 26, 1936, a considerable portion of the foreign exchange trans- 
actions previously carried out by the Bank of Franco have been 
executed by the Fund. As in the case of England, the Fund is 
administered by the central Bank. 

Prior to the decree of June, 1938, the Bank of France had to rely 
chiefly on manipulation of the discount rate, on its discount policy, 
and on moral suasion to influence credit conditions. However, 
owing to the structure of the French financial system, those instru- 
ments proved effective. The discount rate is not only the rate at 
which the commercial banks borrow from the Bank, but also the 
rate at which the money market and, to some extent, business in 
general borrow. Any change in the rate is directly and immedi- 
ately effective. 

Note issue. The principal function of the Bank of France which 
distinguishes it as a central bank in spite of its extensive commer- 
cial banking activities is the issuance of bank notes. Prior to June 
25, 1928, the amount of notes which the Bank might issue was 
limited by law, and the amount was frequently changed. How- 
ever, the amount and nature of the reserves to be held against notes 
in circulation were not defined by law, but left entirely to the man- 
agement of the Bank. Bank of France notes were legal tender, 
and the Bank was required to redeem them on demand in gold or 
silver five-franc pieces at its option. 

The monetary law of June 25, 1928, fixed the gold content of the 
franc at 65.5 milligrams of gold 0.900 fine, giving it a par value of 
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$0.0392 in terms of the dollar of that date. However, the law pro- 
vides that “the present definition is not applicable to international 
payments which, prior to promulgation of the present law, have 
been validly stipulated in gold francs.” In other words, the new 
value of the franc applied only to internal debts and not to existing 
international gold obligations. The latter provision was designed 
to protect French investments in foreign bonds, most of which pro- 
vided for payment in gold francs. 

The new law placed France on a gold bullion standard. The 
Bank of France is now required to redeem its notes in gold on de- 
mand, but only at its central office and only in “such minimum 
amounts as shall be fixed by agreement between the Minister of 
Finance and the Bank of France.” This minimum was fixed at 
215,000 francs up to September 26, 1936, when it was raised to 
5,000,000,000 francs. The former system of a fixed maximum note 
issue was abandoned, and the Bank is now required to maintain 
gold reserves equivalent to not less than 35 per cent of the amount 
of notes in circulation plus other demand liabilities. 

By law of October 1, 1936, the provisions of the monetary law of 
June 25, 1928, fixing the gold content of the franc and requiring 
the Bank of France to buy and sell gold on demand at fixed prices 
were suspended. The Council of Ministers was authorized to fix 
later by decree the gold content of the franc at not less than 43 nor 
more than 49 milligrams 0.900 fine — that is, between about 65.6 and 
74.8 per cent of the previous parity. At the same time, the gold 
held by the Bank of France was revalued at the upper limit. This 
yielded a profit of about 17 billion francs, of which 10 billion francs 
were allocated for the establishment of an Exchange Stabilization 
Fund, and the balance was applied toward reduction of the Govern- 
ment debt to the Bank. 

A decree of June 30, 1937, provided that the gold content of the 
franc shall be fixed ultimately by a decree of the Council of Min- 
isters, which was simultaneously empowered to decree provisions 
regarding the convertibility of Bank of France notes into gold. 

By a decree of July 21, 1937, the gold reserves of the Bank were 
revalued at the lower limit of 43 milligrams of gold, 0.900 fine, as 
provided in the decree of October, 1936. Another revaluation of 
the gold of the Bank took place in November, 1938, when the gold 
content of the franc was reduced to 27.5 milligrams, 0.900 fine, and 
again to 23.34 milligrams, 0.900 fine, in February, 1940. 
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A decree of September 2, 1939, released the Bank of France from 
the obligation to maintain a 35 per cent gold coverage against notes 
m circulation and other demand liabilities 
The huge amounts exacted by Germany from defeated France as 
costs of the armies of occupation compelled the Vichy Regime to 
borrow large sums from the Bank of France, thus causing a tre- 
mendous increase in the volume of currency in circulation. The 
effects of the war and the occupation on the Bank of France can be 
seen from a comparison of its statements as of August 31, 1939, and 
July 13, 1944 

BALANCE SHEET ITEMS OF THE BANK OF FRANCE 


(In millions of francs) 



August 81 f 

July 18 , 

Assets: 

1939 

mi* 

Gold 

97,266 

84,598 

Foieign Exchange 

Domestic bills 

218 

37 

Open market 

9,396 

45,851 

Special 

. 1,708 

. . 

Other 

Advances to Government. 

15,009 

4,856 

For occupation costs 

. 

409,200 

Other , 

20,577 

70,850 

Other assets 

Liabilities: 

. . . 22,233 

23,799 

Notes m cuculation . . . 

Deposits* 

142,359 

584,820 

Government. . . 

3,304 

729 

Other 

18,038 

48,752 

Other liabilities . . 

. . 2,708 

4,890 


* Last available statement prior to liberation. 

After the liberation, the French government took measures to re- 
duce the inflated volume of currency in circulation (which is re- 
ported to have reached 642 billion francs at the end of September, 
1944) with the result that by. the end of May, 1945, it amounted to 
548.9 billion francs. 

The commercial banks. The French commercial banking sys- 
tem has gradually developed over a long period with comparatively 
little Government regulation or supervision, and there is a variety 
of different types of banking institutions serving the financial needs 
of the country. The French banks may be roughly classified into 
four main groups: (1) the credit banks — banquet de depots ; (2) 
investment banks — banquet d’affaires; (3) local and regional 
banks; and (4) private banks, or hautes banquet. In addition, 
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there are a number of foreign banks with offices in France, as well 
as savings banks and agricultural credit and cooperative banks. 

Credit banks. The number of credit banks in France is com- 
paratively large, but the following six are the most important: (1) 
Credit Lyonnais, (2) Comptoir National d’Escompte de Paris, (3) 
Societe Generale, (4) Credit Commerciel de France, (5) Credit In- 
dustriel et Commerciel, and (6) Banque Nationale pour le Com- 
merce et l’lndustrie. 

In order to be in a position to accumulate deposits and finance 
local business enterprises, the credit banks have established an ex- 
tensive system of branches and agencies covering the entire coun- 
try. The larger institutions — namely, the Societe Generale and 
the Credit, Lyonnais — have more than a thousand such offices. 
However, one of the big credit banks, the Credit Industriel et Com- 
moreiel, has adopted a system similar to what is known in the 
United States as chain banking. Instead of establishing a large 
number of branch offices, it has acquired interests in a number of 
small local banks. The essential difference between the method of 
operation of the Credit Industriel et Commerciel and that of the 
other large credit banks is that the former utilizes local capital and 
is more closely allied with local business interests. 

The following table shows the number of branches and sub- 
branches of the six large credit banks at intervals during recent 
years. 


BRANCHES AND SUB-BRANCHES OF THE LARGE CREDIT BANKS 


End of: 


End of: 


1925 


1933 


1929.... 

2,060 

1934 


1920 


1935 


1931 

2,202 

1936 


1932 

. 2,161 

1937 

2,070 


In addition to branches and agencies at home, the large French 
credit banks have also opened a number of branches in the colonies 
and protectorates, as well as in foreign countries. Furthermore, 
some of the larger banking institutions have also established 
branches and affiliates in foreign countries. 

The large French credit banks resemble the joint-stock banks of 
England in that the ratio of capital resources to deposits is com- 
paratively low. ThiB is primarily the result of the depreciation of 
the currency, which caused a more rapid increase in deposit liabili- 
ties than in capital funds. At the end of 1930 the ratio of capital 
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to deposits for the four large French credit banks was 8.0 per cent, 
as compared with 19 6 per cent at the end of 1913. Contraction 
of deposits during the business depression resulted in an increase 
in the ratio to 9.4 per cent at the end of 1933, which was higher 
than the ratio of 6.3 per cent for the “Big Five” British banks on 
the same date. 

Discounts and advances. The chief function of the French 
credit banks is to provide short-term financial accommodation to 
business. Contrary to the general practice m the United States, 
this credit is extended principally by discounting trade bills or 
trade acceptances. The usual method of trade financing in France 
is for the seller of merchandise to draw a draft on the buyer, thereby 
giving rise to a trade bill which, when accepted, becomes two-name 
paper. The maturity of trade bills varies from 30 days to three 
months or more. In case the seller desires to obtain cash, the trade 
bill can be discounted with a bank. Such paper is considered one 
of the safest and most liquid forms of investment and, provided it 
meets the eligibility requirements, can be discounted with the Bank 
of France. 

Bills discounted ordinarily represent about one half of the total 
assets of the large credit banks. However, this item includes Na- 
tional Defense (Treasury) bonds, which the banks hold as liquid 
reserves. 

The credit banks also provide financial accommodation to their 
customers by advances on current account. Those are unsecured 
loans which take the form of overdrafts on the customer’s account. 
Such loans usually represent about 20 to 25 per cent of the total 
resources of the larger banks. Contrary to the situation in the 
United States, the French banks employ a comparatively small 
proportion of their funds in secured loans. Secured loans consist 
partly of “report loans” on stock exchange collateral made to 
finance trading in securities, but chiefly of advances secured by 
warehouse receipts or other documents evidencing title to com- 
modities. Loans and advances, other than on current account, 
constitute only about 3 to 4 per cent of the aggregate resources of 
the credit banks. 

Deposits. The credit banks accept three chief types of deposits 
— namely, deposits on current account which are subject to check, 
sight deposits payable on demand, and time or fixed deposits which 
are made for a stipulated period or are payable only after due notice 
in advance. Deposits on current account constitute 60 to 60 per 



BANKING SYSTEMS OF FRANCE AND THE NETHERLANDS 557 


cent of the total deposits of the large credit banks, sight deposits 
average around 40 per cent, while time and fixed deposits are com- 
paratively small. 

The rate of interest paid by the various French banks on de- 
posits maturing within less than 30 days is fixed by the syndicate of 
banks, which, while similar to the American Bankers Association, 
has greater powers over its members. This organization includes 
not only the commercial banks but also the banques d'affaires and 
the private banking institutions. Members of the bankers’ syndi- 
cate are divided into three groups: (1) prime banks, which pay the 
lowest rate of interest; (2) middle-class banks, which pay a slightly 
higher rate; and (3) third-class banks, which pay the highest rate. 
Banks that endeavor to increase their deposits find it desirable to 
be put in a lower class in order to be able to pay higher rates of 
interest. 

The French commercial banks do not take participations in busi- 
ness enterprises, but merely act as distributors of their securities. 
Furthermore, the credit banks do not make loans for long periods 
to corporations. However, in order to provide French industry 
with longer-term credits, particularly in times when the market is 
not favorable for the flotation of new securities, the French credit 
banks have founded a number of subsidiaries. Hence they can 
shift longer-term credits to their subsidiaries and thus preserve 
their own liquidity. The purpose of these subsidiaries is to pro- 
vide medium-term credit to the various French industries and to 
carry them until their securities can be sold to the public. Another 
purpose is to grant longer-term credits for the financing of foreign 
trade. 

Banques d’affaires. The investment banks, also known as credit 
mobilier banques or societes fimneieres, are engaged chiefly in pro- 
viding long-term capital for business enterprises, and their ordinary 
commercial banking business has traditionally been conducted only 
as a sideline. Their principal functions are promoting and financ- 
ing new enterprises, providing new capital for existing companies, 
and arranging business combinations. The services of the banques 
d'affaires usually consist of organizing syndicates for the under- 
writing and distributing of new issues of securities, but, in case 
circumstances do not warrant a public issue, they sometimes ar- 
range syndicates to take up and hold securities pending distribution 
to investors. At times they make temporary advances to business 
oonoerns to be funded by the subsequent sale of securities. The 
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very nature of their business limits the banques d affaires to a com- 
paratively few important clients, with which they have a close rela- 
tionship and often a direct financial interest. Frequently, the 
managers or directors of the investment banks are appointed as 
directors of client companies, but it is usually considered preferable 
to exercise control and supervision by more indirect means. 

To a large extent, the banques d’affaires operate with their own 
capital and with the funds of capitalists who keep large deposits 
with them. In recent years their capital and reserves have 
amounted to from one fifth to one third of their total deposits. In 
contrast to the credit banks, about one third of the investment 
banks’ deposits are time deposits. Consequently these banks do 
not maintain so high a degree of liquidity as the credit banks. 
Direct participations and investments in securities of private enter- 
prises are usually about equivalent to the amount of the banks 
own capital. In addition, they hold substantial amounts of Gov- 
ernment securities as well as commercial loans and discounts. 

The various banques d’affaires have not developed a system of 
branches at home but have established a number of branches and 
subsidiaries in foreign countries through which they do their for- 
eign business. After the stabilization of the currency and with the 
decrease in the volume of domestic issues, the banques d’affaires 
began more and more to engage in commercial banking business. 
Not having branches through which to accumulate the necessary 
funds, these institutions have entered into close relationship with 
a large number of smaller banks located in the provinces. The 
latter prefer to deal with the banques d’affaires because, not having 
branches in the provinces, they do not compete with the local banks. 
On the other hand, the banques d’affaires offer the local banks all 
the facilities of their main offices in Paris. At present, the banques 
d’affaires, therefore, represent a mixture of investment and commer- 
cial banking. 

The private banks. The private banks consist of some six or 
seven large and influential firms located in Paris and known as les 
hautes banques, as well as a much larger number of private banking 
houses in both Paris and the chief provincial cities. The hautes 
banques are, for the most part, old, established family concerns with 
a long record of conservative banking praotice. Their activities 
are quite varied. Some of them engage principally in managing 
family fortunes and the estates of wealthy clients. Others have 
played an important r 61 e in the distribution of securities, and have 
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substantial interests m industrial enterprises and representatives on 
their boards of directors The larger Paris institutions are dealers 
m trade bills, acceptances, and foreign exchange; they also make 
loans to selected clients, accept deposits, and create acceptances. 
Although the large private banks still have great prestige, they are 
today relatively less important m the French financial system than 
before the First World War 

The Netherlands banking system. As was stated in the intro- 
duction to this chapter, the war and the German occupation af- 
fected very materially the Netherlands economy as well as the 
banks. The public debt, the volume of currency in circulation, and 
bank deposits rose very sharply. Between April 29, 1940, and the 
end of German occupation of the country in May, 1945, notes in 
circulation increased from florins 1,166,000,000 to florins 5,518,- 
000,000 Some of the private banks were liquidated, while others 
were taken over by German interests. The close economic and 
financial ties with the Netherlands East Indies were completely 
severed. These developments are bound to cause considerable 
changes in the Netherlands banking system. 

The Dutch were among the pioneers in the development of mod- 
ern banking in Europe. The Amsterdamsche Wisselbank, estab- 
lished by a decree of January 31, 1009, was one of the most famous 
of the early European banks. The business of this bank, like that 
of the early English goldsmiths, was to receive deposits of bullion 
and coin for safekeeping. 

Bank concentration. Up to the beginning of the present century 
most of the Dutch banks (the Netherlands Trading Society being 
a notable exception) were comparatively small and of merely local 
importance. However, shortly before the First World War a con- 
centration movement similar to that which took place at earlier 
dates in England and Germany made itself felt in Dutch banking, 
with the result that at the present time by far the largest portion of 
the country’s banking business has become centralized in the hands 
of a few leading institutions. This concentration has partly con- 
sisted in the absorption of the smaller, provincial institutions by 
the larger banks and partly in the maintenance of informal alliances 
between banks which continue their separate existence but which 
are actually under the same control. 

The Netherlands Bank. The Netherlands Bank (De Neder- 
landsche Bank) was organized at Amsterdam by a royal decree of 
March 25, 1814. The Bank is a private institution incorporated as 
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a limited company with a paid-up capital of fl. 20,000,000. Only 
Dutch citizens may be voting shareholders. No person may, either 
for himself or for others, or for himself and others collectively, re- 
turn more than six votes. The management of the Netherlands 
Bank is vested in a managing board composed of a president and a 
secretary — appointed by the Crown for a period of seven years out 
of a list containing two names for each appointment, submitted by 
a combined meeting of the managing board and the commissioners 
— and of not less than two directors, elected by the shareholders for 
a term of five years. The managing board is assisted by an ad- 
visory committee of five members, elected by the shareholders for 
five years, and by a board of not less than fifteen commissioners, 
also elected by the shareholders. The supervision of the Bank on 
behalf of the government is exercised by a royal commissioner ap- 
pointed by the Crown. 

The operations of the Netherlands Bank may be conveniently 
considered under two general headings: (1) note-issue function and 
(2) banking functions. 

Note-issue function. From December 15, 1806, to September 
26, 1847, Holland was on the bimetallic standard, but on the latter 
date she adopted the single silver standard, to which she adhered 
up to May 21, 1873, when a decline in the price of silver resulted in 
the suspension of free coinage of silver. During the following two 
years the Dutch currency was not linked to any metal, but on June 
6, 1875, a new monetary unit (the gold florin) was introduced, with 
a metallic content of 604.8 milligrams of fine gold, equivalent to 
about $0.4020 of United States currency (old parity). Free coin- 
age of gold was provided, the gold florin (or guilder) was made full 
legal tender, and the larger silver coins (half-florin, florin, and 2 l /» 
florins, called rijksdaalder) remained legal tender, as they had been 
under the regime of the silver standard. The free coinage of silver, 
however, continued to be prohibited. 

The original bank law contained no stipulations regarding the 
note cover, the regulation of the latter having been delegated to tho 
Crown. A royal decree of April 16, 1864, renewed on June 20, 1880, 
ordered the Bank to maintain a metallic reserve of at least 40 per 
cent against notes, demand deposits, and bank assignations. There 
are no provisions regarding the cover of the remaining 60 per cent, 
and the Bank consequently has a free hand in its choice of assets. 
The Netherlands Bank was one of the first, if not the first, of the 
central banks obligated by law to maintain a metallic reserve 
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against demand deposits. The assignations mentioned above are 
drafts of the Bank on its branches payable at sight, or not more 
than three days after sight, or not later than eight days after date. 
The law of July 18, 1904, made the notes of the Bank legal tender 
to any amount, and the government ceased issuing paper money. 

The metallic reserve of the Bank may consist not only of gold but 
of silver coin and bullion. In fact, up to 1906 more than half of 
the total reserve usually consisted of silver. Foreign exchange 
holdings and balances with foreign correspondents may not be con- 
sidered as part of the metallic reserve. 

A peculiar feature of the Dutch currency system is that the cen- 
tral bank is required to redeem its notes only in other legal-tender 
currency. Since other legal-tender currency consists of both gold 
and silver coin, the Bank may at its option effect redemption in 
silver. Thus Holland is not and never has been legally on the gold 
standard, but rather, like France before the war, on the so-called 
“limping” standard. In practice, however, the Netherlands Bank, 
although not legally obligated to do so, has maintained the Dutch 
currency on what amounts to a gold standard. The Act of Sep- 
tember 30, 1936, which established an Exchange Equalization 
Fund, suspended for an indefinite, period the Bank’s obligation to 
redeem its notes. 

When Great Britain abandoned the gold standard, the Nether- 
lands Bank had sterling balances to the extent of £10,760,795. Of 
this amount £2,496,795 was sold at an average rate of fl. 9.55 per 
pound (the gold parity is fl. 12.10V& for one pound) ; and £7,839,000 
(with the option of increasing this amount by the remaining £425,- 
(KK) which was on deposit with the Bank for International Settle- 
ments) was sold for future delivery to the Dutch East Indian Gov- 
ernment at the rate of the clay of delivery, with a minimum of 
fl. 9.25 and a maximum of fi. 9.45 per pound sterling. The Dutch 
East Indian Government used these sterling balances for the re-, 
demption of its two sterling loans ori their first calling dates— July 
15, 1D33, and August 15, 1933, respectively. This arrangement was 
amended by an Act of March 15, 1933, whereby the Netherlands 
Bank delivered to the government of the Netherland Indies the 
total amount of £8,264, (KX) at the rate of fl. 9.25. Thus the loss 
incurred by the Netherlands Bank on the sterling balances 
amounted to fl. 29,889,408.15, or slightly below one and one-half 
times the capital of the bank. An Act of May 27, 1932, authorised 
the Netherlands Bank to charge to the Government the sterling 
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exchange loss sustained by the Bank during the financial year ended 
March 31, 1932, to the extent that such loss was not made good by 
reducing the reserve fund and the special reserves of the Bank to a 
total of fl. 8,000,000. By applying fl. 4,255,558.41, representing the 
net profits of the current year, and fl 6,302,654 57 taken from the 
reserve fund and the special reserves, the loss was reduced to fl 19,- 
331,195.17, which amount was charged to the Netherlands Govern- 
ment on a special non-interest bearing loan. By May 15, 1939, this 
loan had been reduced to fl. 7,629,955.16. 

On March 31, 1940, the gold stock of the Bank was revalued in 
accordance with the Act of March 16, 1940, at the rate of 2,009 
guilders per kilogram fine gold as against 1,647.50 guilders, at which 
rate the gold had been valued since the abandonment of the gold 
standard in September, 1936. This revaluation resulted in an in- 
crease in the book value of the Bank’s gold holdings of 221,794,- 
467.69 guilders, which “profit” accrued to the government. Out of 
this profit 7,629,955.16 florins were used by the government to 
liquidate the balance of the sterling exchange loss account. 

The gold holdings of the Bank were further revalued on July 3, 
1943, when the price of gold was increased to fl. 2,098 per kilogram, 
and again on July 2, 1945, when the price of gold was increased to 
fl. 2,970 per kilogram. In connection with the last revaluation a 
“profit” of fl. 209,277,097 was set up on the books of the Bank as a 
special reserve. 

Between the termination of the German occupation of the coun- 
try in May, 1945, and August 27, 1945, notes in circulation wore 
reduced by more than one half to fl. 2,573,488,730. This was ac- 
complished by the withdrawal of 100-guilder notes from circulation 
for which the owners received a blocked credit with the Bank and 
by the deposit of hoarded currency with the banks, which in turn 
used it to buy Treasury obligations. The Treasury used the cur- 
rency to redeem its obligations discounted with the Netherlands 
Bank. 

Banking functions. The Netherlands Bank, besides carrying on 
its functions as the sole bank of issue, conducts a general banking 
business. It is required by law to maintain a branch office at Rot- 
terdam, at least one agency in each province, and corresjxmdents in 
certain other places. At the end of March, 1940, the Bank had one 
branch office, 17 agencies, and 75 correspondents. 

The operations in which the Bank may engage are dearly de- 
fined in the Bank Aet of February 2, 1937, and in the statutes. 
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The government, however, may authorize the Bank to undertake 
in the public interest transactions not mentioned in the Bank Act. 
The Bank is authorized to discount bills, notes, and debentures; to 
make advances (Lombard loans) ; to purchase and sell precious 
metals, bills, checks, telegraphic transfers, and other commercial 
paper payable abroad; to receive deposits on current account; to 
provide transfer, clearing, and collection facilities for its customers; 
to receive securities and other valuables for safekeeping; and to sell 
“assignations” (drafts) on its offices and correspondents It also 
acts as fiscal agent and banker for the government and certain 
government, institutions, such as the Post Office Savings Bank. 
The' Act stipulates that the Bank “shall not grant unsecured credits 
or advances to any party whatsoever.” The Bank is authorized to 
buy and sell in the open market domestic bankers’ acceptances and 
Treasury bills and notes, provided the latter were held by third 
parties prior to their sale to the Bank. The investments of the 
Bank are limited by law to the amount, of its capital and reserve 
funds. There are no restrictions as to the parties with whom the 
Bank may deal, and an important part of its business is transacted 
with private firms and individuals. 

By the terms of the Bank Act the Netherlands Bank is authorized 
to discount: 

(1) Bills and promissory notes bearing the signatures of two or more parties 
who are jointly and severally liable for the entire amount, and maturing 
within a period in aeeordance with the customs of trade; 

(2) Delientures redeemable within six months from the time of discounting, 
provided that the party presenting such paper for discount shall be jointly 
liable for its redemption. 

Advances. Normally, about 30 per cent of the operating capital 
of tile Netherlands Bank is employed in advances, or collateral 
loans, as compared with about 20 per cent invested in domestic bills. 
These advances are of three principal types: ordinary advances, 
advances in current account, and advances to the government. 

Ordinary advances are made on securities, goods, warrants, coin 
and bullion, and paper eligible for discount, usually for a iieriod of 
one month. If, two days before maturity, neither party has given 
notice, the advances are automatically renewed for the same period. 
The larger part of the advances are usually renewed. However, 
borrowers occasionally requiring money for short periods find it 
convenient to maintain at the Netherlands Bank deposits of col- 
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lateral against which they may obtain advances in current account 
in the form of overdrafts. While short Lombard loans run for a 
minimum of eight days, overdrafts in current account may be re- 
paid every day. The Bank Act requires the Netherlands Bank to 
make advances in current account to the State Treasury against the 
security of Treasury notes. Such advances must not exceed fl. 15,- 
000,000, and they bear no interest, except when the government 
issues currency notes (the “silver bonds” of August, 1914, were not 
considered notes in the sense of this clause) and when the metallic 
surplus — namely, the amount of specie and bullion in excess of the 
40 per cent legal minimum — falls below 10,000,000 guilders. The 
Act of September 30, 1936, authorized the Bank to advance to the 
State amounts up to fl. 300,000,000 against Treasury bills issued 
for account of the Exchange Equalization Fund. 

The rates charged by the Netherlands Bank for credit extended 
by it have been comparatively low and stable for many years. 
Even in the fall of 1929, when the great demand for credit for 
security speculation in New York raised interest rates throughout 
the world to abnormally high levels, the Netherlands Bank was able 
to maintain its discount rate at 5y 2 per cent, while the discount rate 
of the Bank of England was forced up to 614 per cent and that of 
the Federal Reserve bank of New York, to 6 per cent. 

The rate quoted for the discount of domestic bills is generally 
termed the discount rate, but a separate rate is quoted for the dis- 
count of promissory notes. This is normally !4 of one per cent 
above the rate on bills. The Lombard rate (on loans secured by 
stock exchange collateral) is usually somewhat higher than the rate 
on promissory notes. On March 25, 1929, the Bank discontinued 
the practice of quoting on foreign securities a separate Lombard 
rate, usually y 2 of one per cent higher than that on domestic secu- 
rities. The differentiating rate instituted in December, 1865, to 
curb the then growing speculation in foreign securities was no 
longer required, since the Netherlands Bank admits only a very 
small portion of the foreign securities traded in on the Amsterdam 
Stock Exchange as collateral for loans. During periods of financial 
stringency the rate for advances on current account is often as 
much as one per cent above the rate for ordinary advances, but 
when money iB easy the rates are usually the same. 

Other banking institutions: general Danks. The bulk of the 
banking business of the Netherlands is done by several large institu- 
tions, which by reason of the broad scope of their activities have 
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come to be known as general banks. Of these general banks, 
those having a capital and surplus of over fl. 50,000,000 are: the 
Nederlandsche Handel-Maatschappij, the Amsterdamsche Bank, 
the Rotterdamsche Bank-vereeniging, and the Twentsche Bank. 
Although somewhat smaller, the Incasso-Bank also belongs to this 
group. 

The Amsterdamsche Bank was organized in 1871 by German, 
Austrian, and Dutch banks to act as a connecting link between the 
German and Dutch money markets. This bank participated in 
1924 with the Twentsche Bank and with Swedish, German, and 
British banks in the organization of the International Bank at 
Amsterdam, an institution for financing international transactions. 
The bank operates about 70 branches throughout the country. 

The Rotterdamsche Bank-vereeniging was founded in 1863 as 
the Rotterdamsche Bank, wth the object of financing private en- 
terprises in the East Indies. The latter were being organized at 
that time in connection with the government’s withdrawal from 
plantation enterprises and with the gradual transfer of this business 
to private initiative. In 1872 the bank withdrew from the blast 
Indies, where it suffered heavy losses, and directed its activities 
mainly to the financing of trade and industry. In 1911 it merged 
with the Deposits en Administrate Bank of Rotterdam, and in 
1929 it absorbed its affiliate, the Nationale Bank-vereeniging. The 
paid-up capital of the bank grew from the original 5 million florins 
to 30 million in 1913 and 75 million in 1919. However, as a result 
of the postwar deflation the capital was decreased in 1924 to 50 
million, and the surplus was reduced from 37 million to 20 million 
florins. On January 1, 1939, the capital and surplus amounted to 
02 million florins. The bank maintains about 150 offices, which are 
scattered throughout the country. 

The Twentsche Bank was established at the end of 1916 to take 
over the affairs of the Twentsche Bank-vereeniging, B. W. 
Blijdenstein & Co., established in 1861 mainly to finance exports to 
Java. The house of B. W. Blijdenstein & Co., established in 1858 
in London, operates at the present time as a branch of the 
Twentsche Bank, but for certain reasons continues under its own 
name. The Twentsche Bank has always paid particular attention 
to the development of industry in Holland. It maintains about 70 
branches throughout the Netherlands. 

The Incasso-Bank was established in 1891 to carry on, mainly, a 
regular oommereial banking business. Its initial capital of fi. 104,* 
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000 was increased during the first ten years to fl. 5,000,000 and 
reached fl. 30,000,000 in 1928. The bank engaged even before the 
First World War m the security business, which was further devel- 
oped during and after the war. The bank maintains about 40 
branches throughout the Netherlands. 

Ratio of capital to deposits. A peculiarity of the Dutch banks 
is the small amount of their deposits in relation to capital and 
surplus. This peculiarity may be seen from the following facts. 

In 1929 the ratio of capital and surplus to liabilities (excluding 
acceptances and sundry accounts) for the principal commercial 
Dutch banks was 28 per cent, compared with that of 7.4 per cent 
for the principal British banks and 9.5 per cent for the chief French 
ins titutions. The capitalization of the Dutch banks is large in 
relation not only to the deposits but also to the financial needs of 
the country. This fact explains the endeavor of the banks to em- 
ploy a part of their resources in international business. 

The paucity of bank deposits in Holland is attributable to a 
number of peculiarities in Dutch financial practice. In the first 
place, it has long been the custom m Holland for business concerns 
as well as individuals to place their liquid resources in prolongatie 
loans on the stock exchange rather than in banks. Again, the 
Dutch have shown a traditional propensity for placing their sav- 
ings in securities rather than in bank deposits, so that the wealth of 
the people is administered not by the banks, as is the case in t ho 
United States, but generally by the people themselves. Another 
factor is the lack of a well developed checking system at the banks, 
owing to the competition of the postal check and transfer service, 
which has practically monopolized the business of transfer, ing 
funds. In addition, the postal savings system has gained great 
popularity, attracting funds which in other countries would have 
been deposited with the banks. The fact that some municipalities, 
and Amsterdam in particular, have established transfer and de- 
posit systems of their own, and that the international character 
of Dutch business has forced many concerns to maintain deposits 
in foreign countries, has also adversely affected domestic deposits. 

Absence of legal restrictions. In the Netherlands, as in several 
other European countries, there is no general banking law. Bank- 
ing institutions other than the central bank have much the same 
legal status as any other business enterprise. They are not subject 
to any governmental supervision and are under no legal obligation 
to publish periodical balance sheets. Dutch banks on the whole 
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operate more or less along the lines of the Continental European 
system; that is, they are engaged in commercial as well as invest- 
ment banking However, the banks in Holland are not so closely 
tied up with industry as those elsewhere on the Continent, and they 
do not exercise the same influence on the policies of corporations as 
do the banks in Germany, Austria, Hungary, and Belgium. In 
addition to their commercial and investment banking business, the 
banks also perform the functions of stock exchange houses, execut- 
ing orders for their customers. 

Provincial banks. There are several provincial banks which are 
local in character and are consequently of little importance to the 
Amsterdam money market. 

Colonial banks. The colonial banks have played an important 
role in the Amsterdam money market and have greatly contributed 
to its international position. The importance of these institutions 
lies in the fact that they are large borrowers at the time of the 
financing of crops and, after the marketing of the latter, appear as 
large lenders of short-term funds The colonial banks may be 
divided into two groups: (1) note-issue institutions, which com- 
prise the Javasche Bank and Surinaamsehe Bank, and (2) the other 
colonial banks, which have no note-issue privilege. 

Cultuurbanks. Similar to the colonial banks, but more restricted 
as to operations, are the cultuurbanks. They engage primarily in 
financing the development of plantations and the marketing of 
crops. They operate with their own capital, which is relatively 
large, and have also obtained long-term funds through the issue of 
bonds. They manage not only their own plantations but also, for 
compensation, administer those belonging to others. Strictly 
speaking, the cultuurbanks can be classified not as banking institu- 
tions but rather as financial management organizations. Their 
importance to the Amsterdam money market arises from the fact 
that, after the harvesting of the crops, they place large amounts of 
funds in the Amsterdam market. In recent years a considerable 
portion of their liquid funds has been placet! in acceptances. 

Amsterdam cashiers. An institution peculiar to the Amster- 
dam money market is that of the “cashiers” (Kassiers). The 
tinshiers have existed in Holland for several centuries; the cashier 
business has been mentioned in government decrees as far back as 
1(104. Originally the functions of the cashiers were similar to those 
of the early London goldsmiths. They accepted for safekeeping 
the cash of the merchants and held it at their disi>osal. They 
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charged a commission for this service, since they were prohibited 
from investing or lending the entrusted funds. The commercial 
law code of 1838 gives the following definition: “Cashiers are per- 
sons to whom for consideration of the specified compensation or 
commission, money is being entrusted for safe-keeping and repay- 
ment.” 

At present there are only two cashier institutions in Holland, the 
Associatie-Cassa and the Kasvereeniging N. V., both located in 
Amsterdam. The Associatie-Cassa, established in 1806, remained a 
cashier within the legal definition of the word. It pays no interest 
on deposits which are being kept in cash. It uses its own funds for 
granting short-term secured loans. In 1864 the Associatie-Cassa 
organized an affiliate institution, the Rente-Cassa, which is per- 
mitted to pay interest on deposits. It invests these deposits in 
bills, prolongatie loans, and (not more than 25 per cent) in secur- 
ities. 

The Kasvereeniging was organized in 1865 out of a private 
cashier firm, with the purpose of performing functions similar to 
those of the London jomt-stock banks. It accepts deposits in 
current account and on time, paying interest on the latter only. 
It discounts bills and makes advances on merchandise and securities. 
In 1929 the Kasvereeniging absorbed the third cashier institution, 
the Ontvang-en Betaalkas, founded in 1813 and reorganized into a 
corporation in 1874. Neither of the two cashier institutions main- 
tains branch offices. 

Unlike the commercial banks and banking firms, the cashiers do 
not undertake the flotation of security issues, and by their statutes 
they are not allowed to grant credits without security. They act 
as collecting agencies for the other banks and for the Amsterdam 
stock exchange brokers. The latter, in addition to cash balances, 
maintain with the cashiers large blocks of securities on which they 
can obtain short-term loans. This has been the outgrowth of the 
fact that the cashiers held a large volume of the deposits of the im- 
portant merchants and banking institutions of the country and be- 
came clearing centers for them. 

The cashier institutions in recent years have played an increas- 
ingly important role in the Amsterdam money market, and now 
hold a position more or less comparable to that held by the discount 
houses in the London market. The banks not infrequently main- 
tain accounts with both cashiers. The cashiers in turn have ac- 
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counts with the Nederlandsche Bank, and checks drawn on the 
sashiers (Kassiersbriefjes) are accepted by the central bank as cash; 
this is not the case with regard to checks drawn on the other banks. 

Private bankers. In addition to the incorporated banks, private 
bankers still are influential in the banking structure of Holland 
This position is due to the fact that the average Hollander still 
considers the small banker as his financial adviser and prefers to do 
business with him rather than with an employee of a large bank. 
The most important private banking firms are Hope & Co., estab- 
lished m 1732; E. Mees & Zoonen, established m 1720; Lippmann, 
Eosenthal Co., established in 1859 ; and Pierson <fc Co., established 
in 1875. These institutions are prominent in the Amsterdam 
money market, particularly as issuing houses. 

In addition there are a number of miscellaneous institutions 
created chiefly for the purpose of financing international trade. 

Miscellaneous institutions. Like every other important interna- 
tional money market, Amsterdam has a number of special financial 
institutions engaged in international transactions. To this group 
belong the following classes of institutions: (1) the international 
acceptance corporations; (2) the Wool Bank; (3) foreign banks; 
and (4) Dutch overseas banks, established with the aid of domestic 
and foreign capital. 

International acceptance corporations. The most important of 
the international acceptance corporations are the Netherlands Ac- 
ceptance Company, the International Bank at Amsterdam, and 
the International Credit Company. These institutions, all of 
which were established in 1924, are chiefly engaged in the creation 
and discounting of acceptances arising out of international trade. 

Wool Bank. The Wool Bank was established in October, 1024. 
as successor of the Wolfinanciering Maatsehappij. Its chief pur- 
pose is to finance imports of wool into Amsterdam from which 
center the wool is distributed throughout a large part of the 
Continent, Owing to the activities of the Wool Bank, an in- 
creasing amount of bills covering wool shipments has been stated 
in florins. This fact has greatly aided the development of florin 
bills. In 1926, two years after its organization, the bank accepted 
over 59,000,000 florins in florin acceptances and also a number of 
pound sterling bills. 

Foreign banks. Of the foreign banks, some, such as the Banque 
de Paris et des Pays-Bas. hail already Ixien established before the 



570 BANKING SYSTEMS OF FRANCE AND THE NETHERLANDS 


First World War, but most of them were established during the 
war and postwar periods. Of these the German banks have a 
preponderant position. Following the end of the war, and par- 
ticularly after the stabilization of the reichsmark m 1923, almost 
every important German bank organized an affiliate m Holland, 
acquired an interest in an existing bank, or participated m the 
establishment of new banks m Amsterdam. The affiliates were to 
assume the role played before the war by the London branches of 
German banks. This development was of a magnitude to cause 
anxiety on the part of the Dutch authorities. However, the finan- 
cial crisis of May-September, 1931, not only brought that move- 
ment to a stop but also initiated the liquidation of some German 
affiliates and interests m Amsterdam banks. 

Dutch overseas banks. The great importance of foreign trade 
in Holland and the fact that the Dutch have been a trading nation 
for many centuries have led to the development of overseas finan- 
cial institutions: (1) The Hollandsche Bank voor Zuid-Amerika 
(Netherlands Bank for South America) was established m 1914. 
It maintains branches in Argentina and Brazil. In 1933 the bank 
absorbed the Hollandsche Bank voor de Middellandschc Zee 
(Netherlands Bank for the Mediterranean Sea), which was organ- 
ized m 1919 by the above institution together with the Hotter- 
damsche Bank-vereeniging and certain non-banking firms. (2) 
The Nederlandsche Bank voor Zuid-Afrika (Netherlands Bank 
for South Africa), founded in 1888, has its head office in Amster- 
dam and maintains about 20 branches throughout South Africa. 


Question* for Study and Review 

1 What assets are eligible for discount at the Bank of France? 

2 What open-market operations may the Bank of France undertake? 

3. State the types of credits granted by the “credit banks.” 

4„ What is the function of the banquea d'affaires 1 

f> Explain the organization and chief functions of the Netherlands Bank. 

(> Outline the conditions under which bank notes are issued in the Nether- 
lands 

7 What are the functions of the Amsterdam cashiers; the cultuurbanks? 

Problem* 

1 The statement of the Bank of France for the week ended November 20, 
1042, showed the following items: 
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Gold Frs. 84,597,593,843 

Subsidiary com . 322,057,779 

Sight balances abroad . . 36,84G,662 

Loans on securities 2,858,306,120 

Bills discounted . 6,721,698,558 

Negotiable securities purchased in Fiance . 9,320,600,000 

Negotiable bonds of the Catsse Autonome d’Amoi- 
fownent . 5,241,273,764 

Negotiable Tieasuiy bonds 30,000,000,000 

Non-interest bearing advances to the Government. 

Payment of cost of Geiman occupation foices . 198,868,301,122 

Othei advances 78,700,000,000 

Total assets . 423,943,116,293 

Notes in circulation . 364,768,064,780 

Sight liabilities ... . 55,627,958,083 

(a) Calculate reserve ratio, (b) Calculate earning assets, (c) Which items 
can the Bank use m open-market operations ? 

2. The statement of the Netherlands Bank as of August 13, 1945, was as 
follows: 

Assets' 

Domestic bills, promissory notes, etc . FI. 18,350,000 

Foreign bills and deposits abroad , . . 4,488,448,444 

Loans and advances . , . . 141,381,216 

Advances to the Government 

Gold coin and bullion 712,789,754 

Silver coin and subsidiary coin . ... 147,112 

Investment of capital, reserves, and pension fund . 82,361, 109 

Bank premises and sundry accounts 32,230,025 


Total FL 5,475,707,960 

Liabilities; 

Capital .. FL 20,000,000 

B^erve 33,871,297 

Hjieeial reserve .... 74,414,834 

Bpeeial reserve (gold revaluation profit July 2, 1915) . , . 209,277,097 

Pension fund 1 4,725,007 

Currency in circulation 2,858,039,1X15 

Bank assignations . 90,873 

Balances in current account* . . , 2,136,943,546 

Sundry accounts 148,346,241 


Total FL 5,475,707,960 

* Include* FI. l,afiS ( 67O,t)3H.0I blocked in connection with tb# withdrawal from circulation of 100- 
tulldar bank note* ami of Tmaury paper currency. 

(a) What is the reserve ratio? (b) List the earning assets, (e) Which 
assets does the Hunk use in open-market operations? (d) The item “balances 
in current account" is subdivided into deposits of the Government, florins no j,. 
810,288, and others florins 1,834,127,27s. Who are “others"? (e) Explain the 
relatively small amount of deposits (florins 1,256,670,030 are blocked and hence 
actual deposits are only fl. 880,272,608). 
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CHAPTER 31 


The Banking System of Germany 


German banking before the First World War. Berlin became 
an important money center shortly after the Franco-Prussian War. 
The Reichsbank was established in 1875, and about ten years later 
Berlin assumed an influential position as an international money 
market. One of the distinguishing characteristics of the Berlin and 
of the Continental European banks in general was the extent of 
their active participation in the development of industrial estab- 
lishments, which carried on their operations, to a large degree, with 
the aid and under the direction of the banks. The German banks 
were more closely connected with industry than the British, French, 
or American credit banks, but they were less involved in industrial 
enterprises than those of Austria and Hungary. 

In spite of the rapid accumulation of wealth in Germany, the 
German banks operated to a considerable extent with the aid of 
foreign short-term credits. These funds were attracted to Germany 
by the higher rates that usually prevailed there. Thus, during the 
pre-war period, Germany was a lender of long-term capital and a 
borrower of short-term funds. The concentration of banking re- 
sources and the growth of certain individual banks were also char- 
acteristic of the pre-war period. In 1872 there were about 130 
deposit banks in Germany, but by 1914 most of the liquid capital 
and credit resources of the country was in the hands of about a 
dozen banks. Four of these (the so-called “D banks”)— the 
Deutsche Bank, the Disconto-Gesellschaft, the Dresdner Bank, and 
the Darrastacdter Bank (Bank fuer Handel und Industrie) — 
greatly surpassed all the others both in resources and in volume of 
business. 
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War period and inflation. While the First World War had a dis- 
astrous effect on German banking, the treaty of peace and the pe- 
riod of inflation which followed were even more disastrous. Under 
the Treaty of Versailles, the greater part of Germany’s overseas 
investments was expropriated, and thus substantial losses were sus- 
tained by the German banks The depreciation of the currency 
reduced considerably the value of a large part of their liquid assets, 
and the only way open to the German banks to salvage the remain- 
ing portion of their own funds was through the purchase of real 
estate or through the exportation of capital 

In November, 1923, the German mark was de facto stabilized. Tt 
was only after that event that the great impoverishment caused by 
the war and by currency inflation became apparent. At the end 
of September, 1923, the total volume of Reichsbank notes in circula- 
tion amounted to 1,520,511,000,000,000,000,000 marks, the gold 
value of which was only $361,900,000, as compared with a total cir- 
culation including gold of about 6,000,000,000 marks, or $1,430,- 
000,000 before the war. Whereas the per capita currency circula- 
tion in terms of gold amounted to about $21 before the war, it 
amounted to only about $6 in 1923. 

The effect of the war and the currency depreciation on the ( Jor- 
man banks may be seen from the table on page 575. 

The capital and surplus of these institutions was reduced to about 
28 per cent, and liabilities to creditors (mainly time and demand 
deposits) to 21 per cent, of the respective amounts at the end of 
1913, while the acceptance business had almost completely disap- 
peared. Although these figures do not represent exactly the actual 
situation of the various institutions because of the conservative 
way in which the first gold balance sheets were drawn up, they 
nevertheless indicate the great shrinkage in resources caused by the 
war and its aftermath. 

In the fall of 1924 the Dawes Plan was adopted and the currency 
was legally stabilized. The restoration of confidence in Germany, 
together with the high rates of interest prevailing in the German 
money market, brought an inflow of large amounts of foreign short- 
term funds. From that time up to the middle of 1931 the Berlin 
money market was almost entirely under the influence of the move- 
ment of foreign short-term funds. The dependence of the German 
banks on foreign capital is evidenced by the fact that at the end of 
1930 about 30 per cent of the total deposits of the six large Berlin 
banks originated abroad. 
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SOME BALANCE SHEET ITEMS OF PRIVATE INCORPORATED BANKS* 


(In millions of reichsmarks) 



Dec. 31, 
1918 


Jan 1, 
19H 

Assets: 

Checks and bills 

3,743 2 


227.9 

Due from banks and bankeis 

965 1 


784.3 

Securities 

1,320 8 


275 0 

Loans in cunent accounts 

10,209 3 


1,360.5 

Long-term loans 

12,237.5 


145.2 

Total assets 

31,176.3 


4,044 6 

Index ... ... 

100.0 


13 0 

Liabilities 

Capital 

4,158 3 


1,131.8 

Sut plus 

986 3 


286 0 

Oicditoih 

Deposits of German banks 

620 3 

163 2 


Othei creditors 

10,088 6 10,708 9 

2,045.0 

2,208 2 

Acceptances 

. . 2,708.9 


80 

Number of banks included 

399 


500 


* Statisttsehes Jahrbueh fuer das Deutsche lteiek, 1929, pp 316-319. 


The German banking system. A classification of German banks 
according to their functions is impossible, because of the variety of 
activities which they carried on. A more feasible classification is 
that of public and private institutions. The former are classified 
as such either because they were government-owned or because their 
operations were more or less of a public character, and because they 
wore very closely regulated and supervised by law. In many in- 
stances the government of the Reich or the governments of political 
subdivisions were represented in the management of the banks and 
exercised a considerable influence on their policy. The private 
banks consisted of the incorporated credit banks and the private 
bankers. After the banking crisis of 1931, however, most of the in- 
corporated private credit banks came under the control of the 
government through direct or indirect stock purchases.’ By the 
end of 1937 the Reich had sold to the public practically all of its 
private bank stock holdings. A detailed classification of the Ger- 
man banks on this basis follows: 

I. Public credit institutions: 

1. Reichabank 

2. Gold Discount Bank 

3. Other banks of issue 

4. State banks 

5. Reichs-Kredit-Gesellschaft 

8. Provincial and communal banks 
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7. Savings banks 
8 Central clearing institutions 
9. Public mortgage banks 

II Private credit or commercial banks. 

1 Incorporated credit banks 

2 Private banks 

The German Reichsbank. The Reichsbank was the heart of the 
German banking and credit system. It was the central bank of the 
country, the custodian of the gold reserve, and the ultimate source 
of credit. The serious lack of capital in Germany, combined with 
the country’s dependence on foreign short-term credits, greatly 
enhanced the importance of the Reichsbank. Not only was it called 
upon for a greater amount of credit than before the First World 
War, but it also played a much more important role in the foreign 
exchange market than it ever did before the war. 

The statutes of the Reichsbank were amended from time to 
time, but the most drastic change was made in 1924, when the 
bank was completely reorganized in accordance with stipulations 
contained in the Dawes Plan. The statutes were further modified 
when the Young Plan was placed in operation in 1930 and, again, 
in October, 1933, and February, 1937. The new Reichsbank Law of 
June 15, 1939, repealed the Banking Law of August 30, 1924, and 
the amendments thereto. 

Under the last-mentioned law, the German Reichsbank was a 
public institution of a peculiar legal status. It was under the con- 
trol of the Reich and directly responsible to the Fuehrer (Leader) 
and Chancellor, although its capital stock was owned by private 
stockholders. Reichsbank shares could be owned only by German 
citizens and corporations. The Reichsbank had the sole note-issue 
privilege, and was entrusted with the duty of safeguarding the Ger- 
man currency, providing clearing facilities, and directing the utiliza- 
tion of the available means of payment of the German economy in 
the public interest and in conformity with the economic system. 

Loans and open market operations. The legal provisions with 
regard to loans and open market transactions permitted the Reichs- 
bank to do the following: 

1. To buy and sell bills and cheeks with three signatures of parties of 
known solvency. The requirement of the third signature could be 
dispensed with when the paper was secured by collateral or in some 
other manner. The bills had to be good commercial bills and mature 
withm three months from the date of purchase; 
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2. To buy and sell Reich Treasury bills maturing within three months 
from date of purchase; 

3. To buy and sell for the purpose of regulating the money market fixed 
interest-bearing securities admitted to official trading on the stock 
exchanges, and Treasury bills due within one year from the date of 
purchase; 

4. To buy and sell gold and foreign exchange; 

5. To make Lombard loans for periods not exceeding three months on 
collateral of 

(a) gold up to the amount of the official purchase price; 

(b) bills meeting the requirements of 1 above at not more than nine- 
tenths of their nominal value; 

(c) Reich Treasury bills meeting the requirements of 2 above at a 
maximum of nine-tenths of their nominal value; 

(d) fixed interest-healing securities designated by the Managing 
Board of the Reichsbank, Treasury bills of the Reich and its 
provinces maturing within one year from the date of the loan, 
and claims against the Reich Treasury at a maximum of three- 
fourths of their market value; 

(e) merchandise stored m Germany or documents representing it up 
to two-thirds of its value. 

0. To grant working credits to the German Postal Service and the Ger- 
man Railways up to a combined amount of Rm 200,000,000 for both 
organizations; 

7. To grant working credits to the Reich. 

In contrast to the previous provisions which limited advances of 
the Reichsbank to the Reich working fund to Rm. 100,000,000 and 
the aggregate amount of 00-day Treasury bills discounted or ac- 
cepted as collateral to Rm. 400,000,000, the Law of June 15, 1939, 
empowered the Fuehrer to determine the maximum amount of such 
loans. 

Note issue. The Rank Law of 1924 required that Reichsbank 
notes in circulation bo secured by a minimum of 40 per cent in gold 
and foreign exchange. Since the amount of foreign exchange held 
as cover against notes in circulation was not to exceed 25 per cent 
of the total cover, each note was to be covered by at least 30 per 
cent in gold. Foreign exchange eligible as cover for notes consisted 
of bank notes of foreign banks of issue, foreign bills of exchange 
arising out of commercial transactions having a maturity of not 
more than fourteen days, and sight drafts drawn on banks of known 
standing in important financial centers* The balance of security 
above the legal reserve against notes in circulation consisted of dis- 
counted domestic and foreign bills of exchange with a maturity not 
exceeding three months* Under the Bank Act of 1924, whenever 
the cover fell below the legal minimum, the Reichsbank was re- 
quired to pay to the government a graduated tax on the note issue 
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in excess of the amount against which the reserve equaled 40 per 
cent, and at the same time had to raise the discount rate by at least 
one-third of the percentage of the tax payable, using as a basis a 
minimum discount rate of at least 5 per cent, which had to be main- 
tained whenever the reserve dropped below 40 per cent. 

The provision for the graduated currency tax and the 5 per cent 
minimum discount rate in periods of deficient reserves was abro- 
gated by the amendments of October 27, 1933. These amendments 
also altered the reserve provisions of section 28 of the Bank Law, 
which made securities acquired by the Reichsbank or held as col- 
lateral against daily maturing loans eligible for cover against bank 
notes in circulation. While the principle of maintaining a 40 per 
cent metallic reserve against notes in circulation was retained in 
the law, the amendments provided that a concurrent resolution of 
the central committee of the stockholders and of the directors of 
the Reichsbank could empower the latter to let the metallic reserve 
fall below the legal minimum. 

In conformity with the National-Socialist economic concept that 
“the stability of the German currency rests not on the available 
quantity of gold and foreign exchange, but on the fact that the 
amount of currency issued by the central bank is kept in proper 
relationship to the turnover of consumption and production goods 
produced by German labor,” the Law of June 15, 1939, changed the 
note cover provisions. Notes in circulation had to be covered pri- 
marily by eligible bills of exchange, checks, Reich Treasury bills, 
and securities purchased by the Reichsbank, and by daily maturing 
Lombard loans. Gold and foreign exchange had to be kept in 
amounts deemed necessary to settle balances abroad and to main- 
tain the value of the currency. 

Deposits. Banks, non-banking concerns, and individuals 
throughout the country maintained balances with the Reichsbank 
and its 478 offices and numerous sub-branches primarily for clear- 
ing purposes. The amount of deposits which banks or others deal- 
ing with the Reichsbank maintained was not, as in the United 
States, fixed by law. To have a “giro,” or clearing account, with the 
Reichsbank, depositors other than banks had to maintain a mini- 
mum balance of 100 reichsmarks. On the other hand, banks which 
were members of an Abreehnungsstelle (clearing office) located in 
cities where the Reichsbank maintained central offices, had to carry 
a minimum balance of 1,500 reichsmarks. The number of clearing 
accounts at the end of 1938 was 46,985, as compared with 26,148 at 
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the end of 1913. Owing to the shortage of working capital in Ger- 
many, the minimum balances kept by banks with the Reichsbank 
fell to a point lower than before the First World War and amounted 
to about 2 to 3 per cent of their total deposits. The Bank Act 
stipulated that the Reichsbank could not pay interest on giro 
accounts. 

Discount policy. To enforce control over the money market, the 
Reichsbank used three measures: (1) the discount rate; (2) the 
rationing of credit; and (3) direct action, by forcing the leading 
banks to follow the course of action desired by the Reichsbank. All 
three of these measures were used at tunes, although credit ration- 
ing and direct action were resorted to only in extreme cases. The 
use of the discount rate by the Reichsbank did not differ from that 
in other countries and needs no further discussion. 

The German money market from 1924 up to the middle of 1931 
was closely connected with the international money markets, and 
the discount policy of the Reichsbank depended to a very large 
extent upon financial conditions prevailing in foreign centers. So 
long as foreign markets had confidence in Berlin, an advance in in- 
terest rates in that market led to an inflow of funds, and the Reichs- 
bank was more a follower than a leader in the Berlin money market. 
It was only when the foreign international money markets lost con- 
fidence in Germany, and not only refused to make new loans but 
even withdrew part of those already extended, that credit rationing 
was put into effect. It was exercised by the Reichsbank from April, 
1924, to the end of 1925, for a short time in the spring of 1929, and 
in a milder form in July, 1931. In each case the policy of credit 
rationing coincided with the loss of confidence in the German cur- 
rency both by foreigners and by German nationals. 

The need for credit rationing rose out of the fact that domestic 
banks and corporations, in order to obtain foreign exchange, dis- 
counted a part of their portfolios with the Reichsbank and pur- 
chased foreign exchange with the proceeds thereof. Through credit 
rationing the Reichsbank granted to each individual borrower only 
a fixed amount of credit, and for the rest of the funds the borrowers, 
notably banks, had to seek accommodation elsewhere. Banks and 
business concerns in need of funds were thereby forced to sell for- 
eign exchange to the Reichsbank. Through this measure the 
Reichsbank not only prevented the use of its funds for the purpose 
of buying foreign exchange but also compelled banks and corpora- 
tions to sell to it a part of their foreign exchange holdings. 
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Effect of credit rationing. Credit rationing has a grave effect 
on the national economy as well as on the money market and the 
banks. Such a central bank policy contradicts the well established 
principle that credit must always be obtainable at a price. It de- 
prives the central bank of its function of being the ultimate source 
of credit through which the banks can increase their liquidity. 
Credit ratio ning is a very radical measure and the most drastic 
step that a central bank may undertake under any circumstances. 
The Reichsbank therefore always refrained from adopting this 
policy whenever it could be avoided. 

Policy of direct action. A new element in the credit policy of 
the Reichsb ank was introduced in May, 1927, when the president 
of the Reichsbank forced the large Berlin banks to reduce their 
loans on securities (report and Lombard loans) used for stock ex- 
change operations. This was done to curtail stock exchange specu- 
lation financed chiefly with foreign short-term funds and to prevent 
a rise in prices, which would cause reduced exports, increased im- 
ports, and pressure on the foreign exchange holdings of the Reichs- 
bank. 

The only means of stopping the flow of funds feeding a stock 
exchange boom was direct pressure, brought by the central hank 
on the commercial banks. This method was resorted to by Dr. 
Schacht, when he announced to the members of the Berlin Stempel- 
Vereinigung that the decisive factor in granting rediscount facilities 
to each individual bank in the future would be the latter’s liquidity 
as determined by an examination of the bank. This was a novel 
procedure, for the Reichsbank usually looked merely at the quality 
of the paper offered for discount and not at the status and liquidity 
of the borrowing banks. The latter, therefore, if they wished to 
obtain additional credits from the Reichsbank, had to increase their 
liquidity and were thus forced to curtail their secured loans, 
whether or not they agreed with the Reichsbank. 

Other public credit institutions. In addition to the Reichsbank 
there were in Germany several so-called public credit institutions 
which were the outgrowth of the paternalism of the German Federal 
and State governments. Some of these banks were established 
prior to the First World War, while others were created after the 
close of the war for the purpose of aiding in the reconstruction of 
the German economy. 

Gold Discount Bank. The Gold Discount Bank was established 
on March 10, 1024, before the reorganization of the Reichsbank, for 
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the purpose of providing Germany with foreign short-term credits. 
It was intended to serve as a central institution for foreign transac- 
tions, thus supplementing the functions of the Rentenbank, whose 
currency was limited to domestic transactions only. The bank was 
also authorized to issue pound sterling currency notes, but the 
privilege was never exercised and was subsequently withdrawn 
under section 2 of the Bank Law of 1924. 

The Gold Discount Bank provided foreign short-term credits for 
German firms out of its capital funds and through the establish- 
ment of a revolving rediscount credit of £5,000,000 in London and 
of $5,000,000 in New York. The last-mentioned credit, although 
not used for some time after 1924, was kept open through periodical 
renewals and was increased to $50,000,000 m 1928. Finally, it was 
used to the full extent in the critical days of July, 1931. The bank 
was originally authorized to discount bills drawn in dollars and 
sterling only, but on April 1, 1927, it was empowered to discount 
bills drawn in reichsmarks. 

Being controlled by the Reichsbank and not forbidden to pay 
interest on deposits, the Gold Discount Bank acted as a subsidiary of 
the former and often performed such functions as the Reichsbank 
was prohibited by law from undertaking, particularly the shifting 
of short-term funds into the capital market. 

The scope of activities of the Gold Discount Bank was consider- 
ably broadened by a law of December 1, 1930, which, among other 
things, authorized the Bank to issue bonds up to five times its capi- 
tal and reserves. In time its prime function came to be the 
financing of foreign trade, particularly where longer credit terms 
were required, as in trade with Russia, Turkey, and other countries, 
and in the administering of blocked marks used to foster foreign 
trade. As noted elsewhere, the Gold Discount Bank played an im- 
portant role in the 1932 reorganization of the banks. 

State banks. The four other note-issuing banks in Germany be- 
sides the Reichsbank were the State banks — namely, the Bayerische 
Notenbank, the Saechsische Bank, the Badische Bank, and the 
Wuerttembergische Notenbank. The note-issue privilege of these 
banks expired December 31, 1935. In addition to these four insti- 
tutions there were other State-owned banks which did not enjoy the 
nobi-issue privilege and which, as a rule, did not operate for profit. 
Their principal function was to act as bankers for the several gov- 
ernments, and they were closely supervised by the States. The 
most important State bank from the standpoint of the money mar- 
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ket was the Prussian. State Bank (Preussische Staatsbank) , founded 
in 1772 and generally known as the “Seehandlung.” 

Provincial and communal banks. These were small public credit 
institutions whose operations were localized in the provinces, cities, 
and c omm unes throughout the country Their business resembled 
that of the State banks (Staatsbanken) of the smaller States. In 
iViig group were included local savings banks, central clearing in- 
stitutions (Giro-Zentralen), and land banks. The clearing institu- 
tions were established to facilitate payments among the local sav- 
ings banks and to connect them with the two national clearing 
organizations— namely, the Reichsbank and post-office clearing 
systems They also acted as reserve banks for the savings banks lo- 
cated in their respective districts, investing the largest part of t he 
guaranty reserves of these institutions m savings banks accept- 
ances and, after the liberalization of the investment provisions of 
savings banks in March, 1934, in treasury bills and various kinds of 
securities which could be purchased by the Reichsbank under the 
October, 1933, amendment to the Bank Law. 

The private credit, or commercial, banks of Germany were divided 
into two groups: the incorporated and the private banks. From 
the legal point of view, the incorporated banks wore either corpora- 
tions (Aktaen-Gesellschaften — A. G.) or Kommamlit-Gesellsehaften 
auf Aktien. The characteristic feature of the latter was that, in 
addition to the stockholders (Kommanditisten), whose liability was 
limi ted to the subscribed capital, there were partners who were per- 
sonally liable with all their private property for the obligations of 
the company. The private banks were either general partnerships 
or limi ted companies— Gesellschaften mit beschraeuktor Haftung 
(G.m.b.H.). 

The credit banks of Germany differed from the commercial banks 
of the United States and Great Britain in that the scope of activity 
of the former was much broader. The German credit banks were of 
the “mixed type,” for they engaged in both commercial and invest- 
ment banking; in other words, they granted short-term as well as 
long-term credits to trade and industry. They could, and actually 
did, engage in almost every kind of banking business, but refrained 
from granting mortgage credit. Each of the larger banks had a 
number of industrial establishments with which it was morn or leas 
identified through stock ownership. The various enterprises l>e- 
longing to the sphere of influence of one particular bank looked to it 
for the financing of short-term as well as long-term transactions. 
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The purely investment functions of the banks, such as the issuance 
of common and preferred stocks and of bonds, greatly declined 
m later years. The banks also performed the functions of brokers 
on the stock exchanges in buying and selling securities for their 
own account as well as for third parties. To carry out these trans- 
actions, one or two of the senior officers of the banks were usually 
represented on the Borse. Commissions accruing from trading in 
securities for third parties were an important item of income to the 
German banks. 

The commercial banking activities were similar to those carried 
on by commercial banks in other countries: accepting deposits, ex- 
tending short-term credit, discounting trade bills, and financing 
stock exchange transactions through collateral loans. 

Branch banking was well developed in Germany and, with the 
exception of the Berliner Handels-Gesellschaft and the Reichs- 
Kredit-Gesellschaft AG., all important Berlin banks had a string 
of branches at home — and some had branches abroad. The bank- 
ing activities in foreign countries of most of the German banks, 
however, were earned on through overseas banks or affiliates rather 
than through foreign branches. In the years immediately follow- 
ing the First World War the German banks were very active in 
Holland, where they, established a number of affiliate banks, but 
after the crisis of July, 1931, the banks adopted a policy of retrench- 
ment, which led to the closing of competitive branches at home and 
the liquidation of affiliates abroad. 

Reorganization of banks. German banking was marked by 
mergers and consolidations which affected not only the smaller 
institutions hut also the larger banks. The mergers undertaken in 
the process of reorganizing the banking structure following its 
collapse in July, 1931, left the Deutsche Bank and Disconto- 
(lesellscluift, the Dresdner Bank, the Commerz- und Privat-Bank 
Aktiengesellsehaft, the Berliner Handels-Gesellschaft, and the 
Heidis- Kredit.-( iesellschaft A.G. a a the most important banks in 
Berlin. The Heidis- Kredit-Gesellsehaft A.G. was regarded as one 
of the large commercial banks of Berlin, although it was indirectly 
owned by the Government. The collapse of the “Nordwolle,” the 
largest German textile concern, dealt a severe blow to confidence in 
the solidity of German business and caused a domestic run on the 
Danat Bank, which was heavily involved in the Nordwolle Com- 
pany. Attempts to save the Danat Bank failed because of the lack 
of foresight of the Berlin banking community, which did not fully 
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realize the contagious character of a run. The Danat Bank sus- 
pended payments on July 13, and within a few hours the banks 
throughout the country were confronted with runs in spite of the 
government guaranty of the deposits of the Danat Bank. When it 
became evident that no adequate assistance would be forthcoming 
from the Bank for International Settlements, the government de- 
cided to resort to a drastic step not taken even during the chaotic* 
monetary conditions of 1922 and 1923. An emergency decree is- 
sued on July 13 ordered all banks to suspend cash payments and 
interbank clearings during July 14 and 15. The collapse of the 
German banks necessitated not only the passage of a number of 
emergency measures by the government, but also the granting of 
assistance by the latter and by the Gold Discount Bank to the vari- 
ous individual banking institutions. 

ASSISTANCE OF THE REICH AND GOLD DISCOUNT BANK IN THE 
RECONSTRUCTION OF. THE BANKS 
(In millions of Reichsmarks) 

Reich Gold ZHV 



(Direct) 

(Guaranty) 

count Bank 

Total 

Dresdner Bank and Danat Bank 

576 8 

400 0* 

50 4 

1,027.2 

Deutsche-Disconto Bank 


. , 

67,5 

57.5 

Commerz- und Privat-Barmer 

77.2 

• , • 

51,8 

129.0 


16.0 

* 

15,0 

31.0 

Norddeutsche Kreditbank . . 

35.0 

88.6 

«... 

123.0 

Landesbank der Rhemprovinz . . 

120,0 

. , 

■ . . • 

120.0 

Deutsche Orientbank A G 

Berliner Bank fuer Handel & Grund- 

15,3 

7.7 

— 

23 0 

besitz 

Clearing Center of the German Civil 

12,3 

20.5 


32.8 

Service Bank 


1.3 

, , , , 

1.3 

Industrial Cooperatives 

, » * 

47.6 

. . , . 

47 3 

Deutsche-Girozentrale 

, , 

100.0 

, , , , 

1(X).0 

Cooperative Shops 


8.5 

, , , , 

8.5 

Handelsbank, A.G., Berlin 

, , , , 

.5 

, , , , 

.5 

Gewcrbebank, A.G , Treves, , . . . . 

■ , , • 

.5 

« • , * 

.5 

Acceptance and Guaranty Bank**, 

80.0 

60.0 

, * * 

146.0 

Other banks 

* 

7.9 

— 

7.9 

Total , . 

932.0 

748.5 

"l70 

1,855.8 


♦Represent foreign obligations of the Danat Bank, 

** Additional RM 46 million were subscribed indirectly through government-owned banks. 


The funds required by the Gold Discount Bank for the acquisi- 
tion of the stock of the reorganized banks were supplied by the* 
Reichsbank, which placed RM 200,000,000 at the disposal of the 
Gold Discount Bank, for which the latter issued to the Reichsbank 
RM 200,000,000 of new class “C” shares. 
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Bank Law of 1934. The Bank Law promulgated by the Gov- 
ernment on December 5, 1934, constituted in its main features a 
continuation and broadening of the banking supervision instituted 
m September, 1931. The law applied to all credit institutions 
except the Reichsbank, the Gold Discount Bank, the Reichspost 
(postal check accounts), and housing-financing institutions. All 
domestic credit institutions and branches of foreign credit institu- 
tions operating in Germany were subject to supervision by the au- 
thorities created by this law. 

Credit Supervision Board. Supervision over the banks was exer- 
cised by the Credit Supervision Board (Aufsichtsamt fuer das 
Kreditwesen) and the Reich Commissioner for Credit (Reiehskom- 
missar fuer das Kreditwesen), who replaced the banking board and 
banking commissioner established in September, 1931. The Credit 
Supervision Board was attached to the Reichsbank. It consisted of 
seven members: (1) the president of the Reichsbank as chairman, 
(2) the Reichsbank vice-president as deputy chairman, (3) a person 
to be appointed by the Chancellor, and (4) the state secretaries of 
the Ministries of the Interior, Finance, Economic Affairs, and Food. 
The Reich Commissioner for Credit was not a member but was en- 
titled to attend sessions in an advisory capacity. 

Authority to make decisions and issue orders was vested in the 
chairman of the Board. The functions of the other members were 
chiefly of a consultative character. Doubtful cases, however, or 
cases in which the decision of the chairman was opposed by a mem- 
ber of the Board, were referred to the Reich Cabinet for decision. 
Certain decisions of the Commissioner could be appealed by the 
banks to the Board, and such appeals were decided, by a simple 
majority vote, by the members. 

Besides the specific duties and powers of the Board relating to 
capital structure, liquidity, and the clearing system, the law gave 
the Board a blanket authority over all banking affairs. Section 32 
of the Act stated that it was the duty of the Board to eliminate 
abuses in banking, to take proper measures when a bank got into 
difficulties, and to require independent auditing of the yearly bal- 
ance sheets of all credit institutions. The Board could issue basic 
rules governing the management of the banka, and waa given the 
authority up to the end of 1935 to order cessation of certain or all 
operations by any credit institutions whenever such action was 
deemed necessary for “a more purposeful organization of the credit 
system.” 
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Reich Commissioner for Credit. The Commissioner was an ad- 
ministrative official appointed by the Chancellor upon consultation 
with the president of the Reiehsbank. In addition to the duties 
and powers vested in his predecessor, the banking commissioner, 
the Reich Commissioner for Credit was entrusted with the adminis- 
tration of the licensing system introduced by the Bank Law 

The law required a license issued by the Reich Commissioner for 
the establishment of new banks, branches, and agencies, and clear- 
ing institutions. Credit institutions established before July 1, 
1934, needed no permit. A license could be refused ( 1 ) for personal 
unfitness of the management, (2) when the resources were not avail- 
able within Germany, (3) when general economic conditions did not 
justify the organization of new banks. The Commissioner could 
close a bank (1) when the information supplied with the applica- 
tion for the license was false, (2) on the ground of insufficient relia- 
bility of the management, (3) for violation of public interest., and 
(4) for insufficient guaranty of the safety of deposits and invest- 
ments. Appeal against refusal or revocation of a license and 
against an order for discontinuation of business could be taken to 
the Credit Supervision Board. 

The law also stipulated that the total liabilities of a credit institu- 
tion, less liquid assets of the first and second classes, could not 
exceed a certain percentage of the capital. The ratio varied for the 
different types of credit institutions, but all banks were permitted to 
maintain a ratio of five times the amount of their capital. 

Holdings of stocks, except those representing permanent partici- 
pation in a company, and of bonds not listed on German stock ex- 
changes, were limited to a certain percentage of total liabilities less 
deposits. 

Unsecured credits exceeding RM 5,000 could be made only when 
the borrower revealed his financial condition, and credits granted to 
a single borrower could not exceed a certain percentage of the bank’s 
capital. The percentage was fixed by the Board. The law con- 
sidered all affiliated companies as a single borrower. When the 
total indebtedness of a borrower at one credit institution exceeded 
the sum of RM 1,000,000 during a month, it was termed “large 
credit” (Gross-kredit) and had to be reported monthly to the Com- 
missioner. When a borrower had obtained credits at several insti- 
tutions, the Commissioner could inform these institutions of the 
total indebtedness of the borrower and of the number of institutions 
involved. 
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Questions for Study and Review 

1 How did the post-war inflation affect the German banks? 

2. What were the chief functions of the Reichsbank ? 

3 State the conditions under which Lombard loans could be made by the 
Reichsbank 

4 State the three means of credit control available to the Reichsbank, and 
explain how each was used 

5 What was the chief function ot the Gold Discount Bank? 

0 What were the powers ol the Credit Supervision Board, of the Reich Com- 
missioner for Credit? 

Problems 

The statement of the German Reichsbank as of January 15, 1940 showed* 


Gold and foreign exchange Reichsmarks 77 , 457,000 

Bills of exchange, checks, and Trcasuiy bills “ 10 , 806 , 891,000 

N otes m cn dilation . “ 1 1 , 0 10 , 47 5,000 

Daily matuimg obligations . “ 1 , 041 , 206,000 

1. IIow many reichsmarks in gold and foreign exchange weie available against* 
fa) each 1,000 reichsmarks of notes m circulation; (b) each 1,000 reichsmarks of 
notes m circulation and demand liabilities? 

2. On the basis of the above statement, calculate the amount of gold and of 
foreign exchange to be acquired b\ the Reichsbank in order to maintain a 35% 
reserve against total demand liabilities. 

3 The item “daily maturing obligations” was equivalent to our term “demand 
deposits.” Who were the depositors? 
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CHAPTER 32 


The Canadian Banking System 


Introduction. The Canadian banking system is composed of 
(1) the Bank of Canada, established m 1934; (2) the* Chartered 
Banks, which have their legal foundation in the Dominion Bank 
Act of 1871; (3) the Dominion Government savings banks; (4) 
the Quebec savings banks; (5) the cooperative people’s banks; and 
(6) the Industrial Development Bank. The Canadian banking 
system is the result of a process of gradual growth and development 
extending over more than a century. The banking development in 
Canada has been influenced not merely by geographical, political, 
and economic conditions prevailing within the I lominion but also 
by developments in the United Btates and in Great Britain. As a 
matter of fact, the first modern bank in Canada, tho Bank of Mont- 
real, whose charter was granted in 1822, followed closely the 
principles embodied in the first Bank of the United States. The 
Canadian banking system has met its test during periods of pros- 
perity and depression. In contrast to its southern neighbor, 
where the unit banking system prevails and where bank failures are 
quite common, Canada has from the early stages adopted the 
branch banking system, and bank failures have been rare. Follow- 
ing is a discussion of the individual types of financial institutions 
in existence in Canada. 

The Bank of Canada. The Bank of Canada is one of the latest 
central banks to be established in the Dominions of the British 
Commonwealth of Nations. The Bank was created by the Bank 
of Canada Act of July 3, 1934, amended by the Acte of June 23, 
1936, and July 1, 1938, and began operations on March 11, 1935. 
The head office of the Bank is in Ottawa, but the Bank has the 
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power to establish branches and agencies within Canada and, with 
the approval of the Covernor in Council, to establish branches 
and appoint agents outside of the Dominion. The establishment of 
the Bank of Canada was the result of a careful investigation of the 
banking and currency situation conducted by the so-called Mac- 
Millan Committee. 

Organization. The Bank of Canada is under the management 
of a Board of Directors composed of a Governor as chairman. 
Deputy Governor, and eleven directors appointed in accordance 
with the provisions of the Act. There may also be an Assistant 
Deputy Governor, who shall not as such be a member of the board. 
In addition to the members of the board, the Deputy Minister of 
Finance, or a person delegated by him, is ex officio a member of the 
board but has no right, to vote. The first, Governor, Deputy Gover- 
nor, and Assistant Deputy Governor were appointed by the Gov- 
ernor in Council. Future appointments of the Governor, Deputy 
Governor, and Assistant Deputy Governor will be made by the di- 
rectors with the approval of the Governor in Council. According 
to Article t> of the Bank of Canada Act, no person may hold the 
office of Governor, Deputy Governor, or Assistant Deputy Gov- 
ernor who: 

(a) is not it British subject; or 

(b) is a mcniU'r of either House of Parliament, or of a Provincial Legislature; 
or 

(c) is employed in any capacity in the public service of Canada or of any 
Province of Canada or holds any office or position for which any salary or 
other remuneration is payable out of public moneys; or 

(d) is a director, officer, or employee of any other hank or financial institu- 
tion or has an interest, as a shareholder in any bank or other financial 
institution; or 

(e) lias reached the age of seventy-five years. 

These provisions were intended to keep the management of the 
Bank entirely free from politics and its policies uninfluenced by the 
chartered hanks. The Governor is the chief executive officer of the 
Bank. 

Director*. The directors must represent various occupations, 
but no person is eligible to be a director "who is a director, officer 
or employee of a chartered bank and any person elected or appointed 
as a director who is a shareholder of a chartered bank shall divest 
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himself of ownership of his shares withm three months of the date 
of his election or appointment and shall not thereafter during the 
term of his office have an interest, either directly or indirectly, as a 
shareholder in a chartered bank ” Directors must be British sub- 
jects ordinarily resident m Canada, must not be employed in any 
capacity in the public service of Canada or any province of Canada, 
and must be below the age of seventy-five The directors are ap- 
pointed by the Minister of Finance with the approval of the Gov- 
ernor in Council for a three-year term and are eligible for 
reappointment. 

Executive committee. The actual management of the Bank is 
vested in an executive committee of the board, composed of the 
Governor, the Deputy Governor, and one director elected by the 
board. In addition, the Deputy Minister of Finance or a person 
delegated by him is ex officio a member of the executive committee 
but has no power to vote. The executive committee has the power 
to deal with all matters within the competence of the board, but 
every decision must be submitted for approval to the board at. its 
next meeting. Except when the board is in session, the executive 
committee has the power to fix the discount rate of the Bank of 
Canada. 

Capital. The capital of the Bank is $5, 000, 000, but. may be in- 
creased from time to time pursuant to a resolution passed by the 
Board of Directors and approved by the Governor in Council and 
by the Parliament of Canada. The capital is divided into 100, 000 
shares of the par value of $50 each, issued to and held by the Min- 
ister of Finance on behalf of the Dominion of Canada. Prior to 
the July 1, 1938, amendment, the capital of the Bank was $10,100,- 
000 and consisted of 100,000 Class A shares owned by the public 
and 102,000 Class B shares held by the Minister of Finance. On 
August 15, 1938, capital stock of a par value of $5,100,000 was re- 
deemed, and since that date the Dominion of Canada has owned 
all the capital stock of the Bank of Canada. 

Functions of the Bank. The functions of the Bank, as pre- 
scribed by Section 21 of the Law, as amended, are as follows: 

Com and bullion. The Bank may buy and sell gold, silver, nickel, mid bronze 
com and gold and silver bullion. 

Exchange. The Bank may effect transfers of funds by telegram, letter, or 
other method of communication, and buy and sell transfers effected by such 
mean-, buy and sell trade acceptances, bankers’ acceptances, bankers’ drafts, 
and lulls of exchange drawn in or on places outside of Canada and having a 
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maturity not exceeding ninety days, excluding days of grace, from the date of 
acquisition by the Bank. 

Investments The Bank may: 

(1) buy and sell or rediscount short-term securities issued or guaranteed by 
the Dominion of Canada or by any Province, having a maturity not 
exceeding two years from the date of acquisition by the Bank; 

(2) buy and sell securities issued or guaranteed by the Dominion of Canada 
or any Province, having a maturity exceeding two years from the date 
of acquisition by the Bank, but the Bank shall at no time hold securities 
not maturing within two years having a par value m excess of 50 per 
cent of its outstanding note issue and deposit liabilities, nor shall the 
Bank at any time hold securities not maturing within ten years of a par 
value in excess of five times the amount of the paid-up capital and rest 
fund (surplus) of the Bank; 

(3) buy and sell short-term securities issued by the United Kingdom, any 
British Dominion, the United States of America, or France, having a 
maturity not exceeding six months from the date of acquisition by the 
Bank; 

(4) buy and sell securities issued by the United Kingdom or the United 
States of America, having a maturity exceeding six months from the 
date of acquisition by the Bank, but the Bank shall at no time hold such 
securities of a par value in excess of one-half of the amount of its 
paid-up capital. 

Discounts. The Bank may: 

(1) buy and sell or rediscount, bills of exchange and promissory notes, en- 
dorsed by a chartered bank, drawn or issued in connection with the 
production or marketing of goods, wares, and merchandise as defined m 
the Bank Act, excepting those mentioned in paragraph (2) of this sub- 
section, and having a maturity not exceeding ninety days, excluding 
days of grace, from the date of acquisition by the Bank; 

(2) buy and sell or rediscount bills of exchange and promissory notes en- 
dorsed by a chartered bank, drawn or issued in connection with the 
production or marketing of products of agriculture, the forest, the 
quarry and mine, or the sea, lakes and rivers, as defined in the Bank 
Act, and having a maturity not, exceeding one hundred and eighty days 
excluding days of grace from the date of acquisition by the Bank. Pro- 
vided that the Bank may by regulation limit to a percentage of its total 
assets the amount of such patter having a maturity in excess of ninety 
days excluding days of grace 1 but not, exceeding one hundred and eighty 
days, excluding days of grace, from the date of acquisition by the Bank. 

I Mam and ad nances. The Bank may: 

( 1 ) make loans or advances for periods not exceeding six months to chartered 
banks or to banks ineorjKirated under the Quclicc Savings Banks Act on 
thu pledge or hyjHrthocation of the foregoing classes of securities, bills 
of exchange or promissory notes, or of Canadian municipal securities, 
or of smintics issued by a school corporation or pariah trustees, or of 
heruriticH issued pursuant to the statutes of a Province making provi- 
sion for the payment thereof and the interest thereon by the Province, 
or of gold or silver coin or bullion, or documents of title relating 
thereto; 

(2) make loans or advances for jieriods not exceeding six months to the 
Dominion Government or the government of any Province on the 
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pledge or hypothecation of readily marketable securities issued or guar- 
anteed by the Dominion of Canada or any Province, 

(3) make loans to the Dominion Government or the government of any 
Province, but such loans outstanding at any one time shall not, m the 
case of the Dominion Government, exceed one-third of the estimated 
revenue of such Government for its fiscal year, and shall not in the case 
of any provincial government exceed one-fourth of such government s 
estimated revenue for its fiscal year, and such loans shall be repaid 
before the end of the first quarter after the end of the fiscal year of 
such government 


Open market operations. Following the example of the Federal 
Reserve Act, the Bank of Canada Act empowers the Bank, for the 
purpose of its open market operations, to buy and sell m the open 
market from or to any person, either in or outside of Canada, 
securities, cable transfers, bankers’ acceptances, and bills of ex- 
change of the kinds and maturities that are defined as eligible for 
rediscount, with or without the endorsement of a chartered bank. 

Deposits. The Bank may accept from the Dominion Govern- 
ment, or the government of any Province, or from any chartered 
bank, or from any banks incorporated under the Quebec Savings 
Banks Act, deposits which shall not bear interest. It may also 
open accounts in a central bank in any other country or in the 
Bank for International Settlements and act as agent, depository, or 
correspondent of such other central banks or the Bank for Interna- 
tional Settlements. The Bank may acquire real or immovable 
property only for the actual use and occupation by the Bank in con- 
nection with its business. The Bank of Canada Act (Section 22) 
forbids the Bank to engage in any trade or business, to purchase its 
own stock or the shares of any other bank except the Bank for In- 
ternational Settlements, or to make any loans on bank shares. 
The Bank is also prohibited from making loans secured by real 
estate or making advances without security, except to the Dominion 
or a provincial government as stated above. The Bank is further 
prohibited from receiving time deposits or paying any interest on 
its deposits. The Bank acts as fiscal agent of the government 
without charge. 

Note issue. Prior to the organization of the Bank of Canada, 
the note-issue privilege in the Dominion of Canada was exorcised 
jointly by the Canadian Treasury and the chartered banks. With 
the opening of the Bank of Canada the authority of the Treasury 
to issue notes was rescinded and that of the chartered banks was 
limited. The issue of Dominion notes was formerly under the 
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control of the Department of Finance and was subject to the fol- 
lowing limitations: 

(1) Notes could be issued up to $120,000,000 against a reserve of 25 per cent 
m gold 

(2) $20,000,000 was issued during the First World War, against which $16,- 
000,000 ni specified railway securities, guaranteed by the Canadian Gov- 
ernment, was held 

(3) Under the Finance Act of 1914 Dominion notes could be issued m an 
unlimited amount to the chartered banks and to savings banks in the 
province of Quebec in the form of advances against the deposit by the 
institutions of such securities as wore defined m the Act, 

(4) An unlimited amount could be issued against a reserve of 100 per cent 
m gold. 

Dominion notes were convertible into gold, but on March 30, 
1933, an amendment to the Dominion Notes Act empowered the 
Governor General to suspend redemption of Dominion notes in 
gold, and on April 10, 1933, gold redemption was suspended for one 
year. Suspension has been extended from time to time and is still 
in effect. 

Chartered banks were authorized to issue notes in denominations 
of $5 and multiples thereof, subject to the following regulations: 

1. Up to tho amount of their paid-in capital. Such notes wore subject to a 
tax of one }x‘r cent of tho amount in circulation. 

2. During the period from each September 1 to tho end of tho following Febru- 
ary, an additional amount equivalent to 16 per cent of the unimpaired capi- 
tal and surplus. These notes were subject to a tax of 5 per cent of the 
amount, in circulation. The additional issue was to meet seasonal needs 
ami could lm issued only during the crop-moving season when tho demand 
for currency increases. 

3. An unlimited amount against a reserve of 100 per cent in gold and Domin- 
ion notes deposited with the Central Gold Reserve. 

Hank notes were redeemable in Dominion notes on demand and, 
although they were not legal tender, circulated throughout tho 
country at par. 

Bank of Canada note issue. Under the Bank of Canada Act 
note* of tho chartered banks in circulation were reduced by 5 per 
cent per annum during the five-year period commencing January 1, 
1930, and by 10 per cent i»r annum during the next five-year 
period, so that in January, 1946, such notes did not amount to 
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more than 25 per cent of the unimpaired paid-up capital of the 
banks. In addition, the emergency note-issue privilege was re- 
scinded as of the date of opening of the Bank of Canada. The 
Bank Act of 1944 provided that after January 1, 1945, no chartered 
bank shall issue or re-issue its own notes for circulation in Canada, 
and that after January 1, 1950, the banks’ liability for their notes 
which then remain outstanding in Canada shall be transferred to 
the Bank of Canada in return for payment of an equal amount to 
the Bank of Canada. Thus the right of the chartered banks to 
issue notes for circulation in Canada has been terminated as from 
January 1, 1950. 

Between December 31, 1935, and the end of the year 1944, char- 
tered b ank notes in circulation decreased from $111,000,000 to 
$33,000,000, while Bank of Canada note circulation increased from 
$59,100,000 to $896,600,000. The amount of Bank of Canada and 
chartered bank notes in the hands of the public increased from 
$246,800,000 at the end of the year 1939 to $929,600,000 on De- 
cember 31, 1944. 

With the exception of the notes issued by the chartered banks 
under the Finance Act, the Bank of Canada upon its opening as- 
sumed responsibility for all Dominion notes outstanding. The 
chartered banks, however, were required to repay the advances 
under the Finance Act with Dominion notes, which in turn were 
canceled by the Treasury and thus eliminated from the currency 
system. Under the Bank of Canada Act, Section 24, the Bank of 
Canada, with the exception already noted, has the sole right to 
issue notes. Notes issued by the Bank of Canada are legal tender 
and constitute the first lien upon all the assets of the Bank. Under 
the Bank of Canada Act, Canada is on the gold bullion standard, 
and the Bank is under obligation to sell gold at its head office in 
amounts of about 400 fine ounces or more. However, this pro- 
vision of the Act, which is subject to suspension by the Governor in 
Council for such periods as he may deem desirable, did not go into 
effect, and Canada today is on an unredeemable paper basis. 

When the Bank commenced business, the Minister of Finance 
transferred to it all gold, silver, and securities held as a reserve 
against Dominion notes except the reserve against Dominion notes 
issued under the Finance Act. During the years 1935, 1936, 1937 
the Bank was required to purchase and hold newly mined Canadian 
silver as and when required to do so by the Minister of Finance, but 
it might not be required to buy more than 1,671,802 fine ounces in 
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any one year. This silver, together with that turned over to the 
Bank upon its opening, could be included among the reserves at the 
current market price. 

The gold transferred to the Bank upon its opening was valued at 
$20.67 per ounce — that is, mint-par. However, in accordance with 
the Exchange Fund Act of July 5, 1935, the gold has been revalued 
at the “price of gold in London or New York converted into cur- 
rency at the current rate of exchange.” The effect of this measure 
on the gold holdings of the Bank was an increase from $106,671,415 
on July 3, 1935, to $180,179,470 on July 10, 1935. Of the total 
profit of about $73,500,000 thus derived, $63,000,000 accrued to the 
Dominion Treasury and $10,500,000 to the chartered banks in ac- 
cordance with article 30 of the Bank of Canada Act. This article 
provides that, in case of any increase in the value of gold resulting 
from a change in the monetary standard of Canada, such profits 
shall be paid to the Treasury, except that “if the Governor in Coun- 
cil is satisfied that the said gold was at the time of the transfer be- 
ing held by a chartered bank against liabilities elsewhere than in 
Canada — the said profit shall belong to the chartered bank.” 

Under the Exchange Fund Act, the Treasury’s share of this gold 
profit has been allocated as an exchange fund to regulate the 
foreign exchange value of the Canadian dollar, but. no use will be 
made of this fund until a proclamation to that effect has been 
issued by the Government. The July 10, 1935, weekly statement 
of the Bank of Canada showed that pending this proclamation 
about $51,500,000 was used to reduce the Bank’s holdings of Do- 
minion securities, and $10,900,000 was used to increase the deposits 
of the Government. The disposition of the share of the chartered 
banks in the profits was reflected in the chartered bank deposits, 
which increased from $171,306,000 on July 3, to $183,109,000 on 
July 10, 1935. 

Reserve against notes in circulation. The reserves which the 
Bank of Canada must maintain against notes in circulation must 
consist of gold coin and bullion in the unrestricted ownership of the 
Bank equal to an amount not less than 25 per cent of the notes 
and de{>osit liabilities. In accordance with the Exchange Fund 
Order of April 30, 1940, the Bank sold on May 1, 1940, its gold 
holdings of 5,888,565 fine ounces valued at $225,772,887, to the 
Foreign Exchange Control Board. The same Order provided for 
temporary suspension of the Bank’s minimum gold reserve require- 
ment. In addition, the reserves may include; 
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(a) silver bullion received from the Minister, and which was held by him for 
redemption of Dominion notes, and newly-mined Canadian silver pur- 
chased at the instruction of the Minister of Finance, valued at the market 
price of the fine silver content thereof; and 

(b) foreign exchange, which shall mean 

(1) balances m pounds sterling, United States of America dollars and 
currencies which by law and m fact arc convertible on demand at a 
fixed price into exportable gold, held in the Bank of England, the 
Federal Reserve Bank of New York, the Bank for International 
Settlements or a central bank in any country the currency of which 
is convertible as hereinbefore described; 

(2) Treasury bills or other obligations of the United Kingdom or the 
United States of America having a maturity not exceeding three 
months from the date of acquisition by the Bank; 

(3) bills of exchange having a maturity not exceeding ninety days ex- 
cluding days of grace, or not exceeding ninety days after sight exclud- 
ing days of grace, from the date of acquisition by the Bank payable 
in pounds sterling, United States of America dollars, or m a cur- 
rency which by law and in fact is convertible on demand at a fixed 
price into exportable gold, less any liabilities of the Bank payable in 
the currency of the United Kingdom, the United States of America, 
or any country, whose currency is by law and in fact convertible on 
demand at a fixed price into exportable gold. 

At the request in writing of the board of directors of the Bank, 
the Governor in Council may suspend the reserve requirements as 
regards gold. Such suspension, however, may be for a period not 
exceeding 60 days, but on the further request in writing by the 
board of directors, it may be extended from time to time for fur- 
ther periods not exceeding 60 days, provided, however, that if a 
suspension is to be longer than one year, it needs the sanction of 
Parliament. This section of the Bank of Canada Act is similar to 
the provisions regulating the Bank of England, under which it may 
increase the amount of the fiduciary issue. 

The chartered banks of Canada are under obligation to maintain 
a reserve of not less than 5 per cent of their deposit liabilities pay- 
able in Canadian dollars in the form of a deposit with the Bank of 
Canada. The reserve may also consist of Bank of Canada notes 
held by the banks. 

Profits of the Bank. The Bank must establish a rest fund, and 
after making provisions for bad and doubtful debts, depreciation, 
and pension funds, a cumulative dividend of 4% per cent per an- 
num is to be paid on the capital stock. The remainder is divided 
as follows; 
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(a) If the rest fund of the Bank is less than the paid-up capital, one-third of 
such surplus shall be allocated to the rest fund and the residue shall be 
paid to the Receiver General and placed to the credit of the Consolidated 
Revenue Fund; 

(b) If the rest, fund is not less than the paid-up capital but is less than twice 
the paid-up capital, one-tcntli of such surplus shall be allocated to the 
rest fund and the residue shall be paid to the Receiver General and placed 
to t.he, credit, of the Consolidated Revenue Fund ; 

(c) If the rest fund is not less than twice the paid-up capital, the whole of 
such surplus shall be paid to the Receiver General and placed to the credit 
of the Consolidated Revenue Fund 


Tho table on page 508 shows a monthly statement of the Bank of 
Canada. 

The chartered banks. The modern banking system of Canada 
dates from 1871, when the Banking Act of 1871 was passed. The 
Act provided that bank charters might be granted for a period of 
10 years. This in turn has led to approximately decennial re- 
visions of the Bank Act, which have taken place in 1881, 1801, 1001, 
1913, 1023, 1034, and 1044. Although the Banking Act of 1871 has 
been amended a number of times, it still is the basis upon which 
the chartered banks of Canada operate. According to an amend- 
ment of the Banking Act passed June 28, 1034, the minimum 
capital requirement for a bank in Canada is $500,000, all of which 
must be subscribed and $250,000 of which must be paid in before 
the bank may open. The shares of the chartered banks must be 
of a par value of $100 and bear double liability. 

Powers of the chartered banks. Under Section 75 of the Bank 
Act as amended in 1944, the banks may 

1. (a) open brunches, agencies and offices; 

(b) engage in and carry on business as dealers in gold and silver coin and 
bullion; 

(c) (ten! in, discount and lend money and make advances upon the security 
of, ami take as collateral security for any loan made by it, bills of ex- 
change, promissory notes and other negotiable securities, or the stock, 
bonds, dclientures and obligations of municipal and other corporations, 
whether secured by mortgage or otherwise, or Dominion, provincial 
British, foreign, and other public securities; 

(d) lend money or make advances upon the security of and take as cob 
lateral security for any loan or advance made by it, lien or other notes, 
conditional sales contracts or any other instruments or agreements 
made or entered into respecting the sale of goods, wares and merchan- 
dise, or moneys payable thereunder; and 

(e) engage in and carry on such business generally as appertains to the 
business of banking. 
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2. Except, as authorized by this Act, the bank shall not either directly or 

indirectly 

(a) deal m the buying or selling or bartering of goods, wares and merchan- 
dise, or engage or be engaged m any trade or business whatsoever, 

(b) purchase, or deal in, or lend money or make advances upon the se- 
curity or pledge of, any share of its own capital stock, or of the capital 
stock of any bank, 

(c) lend money or make advances upon the security, moitgage or hypothe- 
cation of any lands, tenements or immovable property, or of any ships 
or other vessels, or upon the security of any goods, wares and mer- 
chandise; 

(cl) lend to or on the security of the general manager, assistant general 
manager, branch manager, or any officer, clerk or servant of the bank 
without (he approval of the directors any amount or amounts exceed- 
ing in the aggregate one thousand dollars; 

(e) lend to or on the security of the general manager, assistant general man- 
ager, branch manager, or any olficer, clerk or servant of the bank any 
amount or amounts excseeding in the aggregate ten thousand dollars; 

(f) lend money or make advances m excess of live per centum of its paid-up 
capital to a director of the bank or to any firm, company or corpora- 
tion in which the president,, general manager or a director of the bank 
is a partner or shareholder, as the case may be, without, the approval of 
two-thirds of the directors present at a regular meeting, or meeting 
specially called for the purpose, of the board 

Section 88 of the Act was amended in 1944 to enable the banks to 
make loans to farmers for purchase of agricultural implements and 
equipment ; installation, alteration, or improvement of farm electric 
systems; erection or construction of fencing or drainage works; 
construction, repair, or alteration of, or making additions to any 
building or structure on a farm, and for any works for the improve- 
ment or development of a farm for which a farm improvement loan 
as defined in the Farm Improvement Loans Act of 1944 may be 
made. This act aims to insure that the above credit facilities will 
be available to farmers on the installment plan at a maximum rate 
of 5 per cent simple interest per annum by providing a Dominion 
Government guaranty of 10 per cent of the aggregate loans made 
by a bank. This guaranty is limited to $250,000,000 of loans 
made by all banks within a three-year period. 

Included in Section 88 is also a provision authorising the banks to 
make loans to fishermen on the security of fishing vessels, fishing 
equipment, and supplies or products of the sea, lakes, and rivers. 
This is obviously aimed to aid seamen released from the Navy or 
Merchant Marine to equip themselves as fishermen, as well as to 
improve ships and equipment of the fishing industry. 

Operation of branches. The right to operate branches and the 
relatively large capital requirements are responsible for the fact that 
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banking in Canada is carried on by a small number of banks with 
branches throughout the country. At the end of 1941 there were 
10 chartered banks in operation in the Dominion, with an aggregate 
of 2,695 branches and 605 sub-agencies in Canada, as compared with 
38 banks with a total of 530 branches in 1895. The reduction in the 
number of banks has been the result partly of failures, partly of 
combinations, and partly of voluntary liquidations. From 1867 to 
the end of 1935 only 26 banks were liquidated in Canada, with 
resultant losses to depositors and other creditors of $7,347,000. 
There have been no failures or liquidations, and there has been only 
one combination since 1923. The table on page 001 shows the 
number of branches of chartered banks in Canada at the end of 
1941. In addition, the Canadian chartered banks have a number 
of branches outside of Canada, as may be seen from the other table 
on the same page. 

The branch banking system in Canada is organized more or less 
in the same manner as the British banking system. As a rule, 
branch managers have authority to make loans up to certain maxi- 
mum amounts without obtaining prior approval from the higher 
authorities. The maximum fixed does not apply to all branches, 
but varies according to the size of the branch and the experience of 
the manager. As is the case in all branch banking systems, the 
funds not used by an individual branch are credited to the account 
of the head office and are used either for the purchase of securities 
or for the making of loans by other branches. The branch manager 
makes special reports on all doubtful loans and submits with these 
reports his own estimate of how much of the loans concerned may 
be recoverable. Each branch is inspected at least once a year and 
at irregular intervals by bank inspectors. 

Deposits. The deposits of the Canadian banks may be divided 
into two categories — namely, current accounts and savings accounts. 
Savings accounts are also called notice deposit accounts, as these 
funds cannot legally be withdrawn without giving notice (usually 
notice of 15 days). In practice, however, the banks do not insist 
upon this legal right of notice. The banks must maintain a reserve 
in the form of deposits with the Bank of Canada and Bank of 
Canada notes of not less than 5 per cent of their deposit liabilities in 
Canada. Banks in Canada are under the supervision of the In- 
spector General of Banks, who is appointed by the Governor in 
Council on the recommendation of die Minister of Finance. The 
Inspector General is under obligation to examine the banks at least 
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POSITION OF THE CHARTERED BANKS 
(Average Monthly Data in Millions of Dollars) 


Assets' 1929 

Cash reserves against Canadian de- 
posits*.. - . .. 212 

Notes of other Canadian banks 17 

Deposits at other Canadian banks 5 

Gold and com abroad, and foreign 


currencies . ... 

44 

Deposits at United Kingdom and 


other foreign banks 

91 

Dominion and Provincial Govern- 


ment securities 

342 

Other Canadian and foreign public 


securities 

104 

Other bonds, debentures, and stocks 

53 

Call and short loans 

568 

Current loans 

1,703 

Non-current loans 

8 

Other assets 

381 

Total 

3,528 

Liabilities. 


Notes m circulation 

178 

Government deposits . . 

102 

Public deposits 

2,594 

Intel bank deposits . ... 

141 

Total deposit liabilities 

2,837 

Advances under the Finance Act 

83 

Other liabilities to the public 

117 

Capital , . . . 

137 

Surplus 

151 


1932 

1987 

1988 

1989 

mo 

1941 

186 

240 

252 

268 

287 

308 

11 

6 

6 

5 

4 

3 

3 

5 

4 

4 

4 

3 

35 

27 

32 

37 

34 

35 

107 

120 

134 

215 

183 

190 

490 

1,119 

1,143 

1,234 

1,312 

1,483 

151 

182 

170 

180 

157 

149 

55 

126 

126 

126 

110 

94 

201 

175 

118 

102 

88 

78 

1,369 

1,014 

1,073 

1,133 

1,228 

1,319 

12 

12 

10 

9 

8 

6 

249 

291 

281 

279 

292 

341 

2,869 

3,317 

3,349 

3,592 

3,707 

4,008 


132 

110 

100 

94 

91 

82 

82 

90 

95 

146 

227 

322 

2,174 

2,685 

2,729 

2,915 

2,952 

3,143 

66 

65 

68 

83 

71 

62 

2,322 

37 

2,840 

2,892 

3,144 

3,250 

3,527 

55 

76 

64 

60 

70 

103 

145 

146 

146 

146 

146 

146 

162 

133 

134 

134 

134 

134 


Total** . 


3,503 2,853 3,305 3,335 3,578 3,891 


3,992 


♦The cash reserves include, prior to March 11, 1035, the gold and coin and Dominion Mite* held by 
the banks in Canada and the deposits in the Central Gold Reserves not earmarked uRumut the uwtie of 
bank notes, and, since the above date, notes of and deposits with the Rank of Canada 
♦♦Total assets and total liabilities shown in the table are not equal because the data are taken from 
monthly reports made by the banks to the Minister of Finance, and these reports do not malucta the 
item “undivided profits.” 


once each calendar year. The powers of the inspector, as far as 
examinations of banks are concerned, correspond to those of the 
bank examiners in the United States. 

The table on this page shows the average monthly amounts re- 
ported for the principal items in the statements of the ten chartered 
banks, combined, during the years indicated. 

Dominion Government savings banks. Prior to 1929 there ex- 
isted in Canada two classes of government savings institutions— 
namely, the Post Office Savings Bank under the Post Office Depart* 
ment, and the Government Savings Bank attached to the Minister 
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of Finance. The former was established under the Post Office Act 
of 1867, for the purpose of enlarging “the facilities now available 
for the deposit of small savings, to make the Post Office available 
for that purpose and to give the direct security of the Dominion to 
every depositor for repayment of all money deposited by him to- 
gether with interest due thereon.” In establishing the Post Office 
Savings Bank, the Dominion Government followed the example 
of a number of European countries where the facilities of the post 
office have been utilized for the purpose of gathering the savings 
of the nation. The Government Savings Bank, proper, established 
a number of branches m the leading cities of Canada. It was 
amalgamated in 1929 with the Post Office Savings Bank. In 1933 
the Post Office Savings Bank hail over 1,300 offices. Sums of $1.00 
or more may be deposited, but the maximum sum which may be 
received from any one depositor m one year may not exceed $1,500, 
and the total amount which may be received to the credit of any 
depositor may not exceed $5,000, exclusive of interest. At the end 
of 1940 the Post Office Savings Bank had about $22,000,000 in de- 
posits. 

Provincial government savings banks. In addition to the sav- 
ing facilities offered by the Dominion Government, the Provinces 
of Ontario and Alberta operate provincial government savings 
banks. 

Quebec savings banks. There are two institutions operating 
under the Quebec Havings Bank Act passed in 1927 — namely, the 
Montreal City and District Havings Bank and La Caisse d’Econo- 
mie de Notre Dame de Quebec. The former was founded in 1846, 
and its present charter dates from 1871. The second was founded 
in 1848 and was incorporated by act of the Canadian legislature in 
1855. These two institutions occupy a special position in the 
Canadian financial structure. To some extent they have been 
brought under restrictions similar to those applying to the char- 
tered banks. For instance, the “shareholders’ audit” was intro- 
duced into the Quebec Savings Banka Act in 1913 at the time it was 
embodied in the Bank Act. Both Acts are subject to decennial re- 
vision. On the other hand, the shares do not entail double liabil- 
ity, and the right of note issue has never been conferred upon these 
institutions. As in the case of the chartered banks, these two 
banks have not been allowed to invest in real estate, except for their 
own use, but their ordinary “commercial banking” business is so 
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small that some two-thirds of their funds have been invested in 
Government and municipal securities. They are essentially “sav- 
ings” banks. 

The cooperative people’s banks. The cooperative people’s banks 
were founded by Commander Desjardins, and follow closely the 
pattern of the people’s banks in existence for many years in Italy. 
Althou gh established primarily for the purpose of providing farm- 
ers with consumers’ credit, they are not strictly rural institutions, 
m that membership is not limited to farmers. However, farmers 
compose a large percentage of their membership. They lend only 
to th eir shareholders, who have the right of making a deposit over 
and above the amount of the shares owned by them. While they 
do not aim to do a mortgage business, loans on first mortgages on 
immovable property are often made. In addition, they make loans 
to their members on personal security. 

The Industrial Development Bank. On August 11, 1944, the 
Canadian Parliament passed the Industrial Development Bank Act 
for the purpose of “supplementing the activities of other lenders 
and providing capital assistance to industry with particular con- 
sideration to the financing problems of small enterprises,” in which 
“the manufacture, processing or refrigeration of goods, wares and 
merchandise or the building, alteration or repair of ships or vessels 
or the generating or distributing of electricity is carried on.” 

The Bank is conceived as a wholly owned subsidiary of the 
Bank of Canada, with the governor of the Bank of Canada its 
president and the board of directors drawn from the Bank of Can- 
ada directors. The Bank, which commenced operations on Novem- 
ber 1, 1944, has an authorized capital of $25,000,000 subscribed by 
the Bank of Canada of which amount $10,000,000 has been paid in. 
The Bank is authorized to issue bonds and debentures, which are 
eligible for purchase by the Bank of Canada, and to assume con- 
tingent liabilities in the form of guaranties or underwriting agree- 
ments up to an aggregate amount not exceeding at any time three 
times the paid-up capital and the Reserve Fund. The latter is to 
be established with the net profits of the Bank. The Act provides 
that the whole of the net profits shall be credited to the Fund until 
it equals the paid-up capital of the Bank. Subsequently, the net 
profits may be used for payment of a dividend not exceeding 4 per 
cent on the paid-up capital. Any surplus remaining after the pay- 
ment of such dividend, or, if no dividend is paid, the net profits, 
shall be credited to the Reserve Fund. 
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The Bank is authorized to make loans and assume guaranties “if 
in the opinion of the Board, credit or other financial resources would 
not otherwise be available on reasonable terms and conditions to a 
person engaged in or about to engage in an industrial enterprise in 
Canada” and, if in the opinion of the Board the amount of capital 
invested by the owner in the enterprise, or in case of a corporation, 
the amount of capital stock purchased by others than the Bank is 
sufficient to afford the Bank reasonable protection, the Bank may 

(a) lend or guarantee loans of money to the said person, 

(b) where the said person is a corporation, enter into underwriting agree- 
ments m respect of the whole or any part of any issue of stock, bonds or 
debentures of the corporation; 

(c) where the said person is a corporation, purchase or otherwise acquire 
with a view to resale thereof the whole or any part of any issuo of stock, 
bonds or debentures of the corporation from the corporation or from any 
person with whom the Bank has entered into an underwriting agreement 
m respect, of the said issue and may subsequently sell or otherwise dispose 
of the said stock, bonds or debentures. 


The aggregate amount of loans or liabilities of the Bank, and of 
expenditures by the Bank for securities held by it, specified in the 
following subsection shall not at any time exceed $1.5,000,000. 

The aggregate amount shall include: 


(a) the amount of every loan made by the Bank on which an amount m ex- 
cess of two hunderd thousand dollars is owing, and 

(b) the amount of the liability of the Bank in respect of every loan guaran- 
teed by it under which guarantee the liability of the Bank is in excess of 
two hundred thousand dollars, and 

(c) the amount of the liability of the Bank under every underwriting agree- 
ment under which agreement the amount of the liability of the Bank is in 
excess of two hundred thousand dollars, nnd 

(d) the amount of every exiienditure by the Bank for stock, lanids or deben- 
tures held by it issued by any one corporation if the amount of the ex- 
jienditnre for the purchase of the said stock, bonds or debentures so held 
exceeds two hundred thousand dollars, and 

(e) the total amount of loans owing by any pereon to the Bank and of loans 
to the said jierson guaranteed by the Bank to the extent that they are so 
guaranteed and, where the said person is a corporation, of liabilities of the 
Bank under any underwriting agreements with respect to the issuo of 
stock, Ixmds or delxmtures by the corporation and of expenditures by the 
Bank for stock, Ixmds or delxmtures held by it issued by the corporation, 
if the said total amount exceeds two hundred thousand dollars; Provided 
that them shall tie deducted from the said total amount before including 
it in the said aggregate the amount of any loan, liability or expenditure in- 
cluded in the said aggregate under paragraph (a), (b), (c) or (d) of this 
■ubeection. 
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Thus the only limitation placed on the Bank’s lending powers is 
that the total made available in individual amounts, or in several 
amounts to the same borrower, in excess of $200,000 must not be 
more than $15,000,000. 

The Bank may accept as security for loans all the types of col- 
lateral available to the chartered banks and also real estate and 
chattel mortgages. There is no limitation on the duration of the 
loans. The Bank is prohibited from accepting deposits, except to 
facilitate repayment of amounts owed to the Bank, and from buy- 
ing and holding securities except in connection with granting ap- 
proved credits. 

Questions for Study and Review 

1. Name the different types of institutions that constitute the Canadian bank- 
ing system. 

2. Discuss the Bank of Canada from the following viewpoints 

(a) Organization and management, 

(b) Ownership, 

(c) Discounts and advances, 

(d) Investments and open market operations, 

(e) Deposits, 

(f) Note issue* 

3. Compare the chartered banks with national banks in the United States, 
from the following viewpoints: 

(a) Number and minimum capital requirements, 

(b) Branches, 

(c) Note issue. 

4 Compare savings bank facilities m Canada with those m the United States. 

Problems 

1. What are the fixed charges of the Bank of Canada, if any? 

2. From the statement of the Bank of Canada on page 598, list the “earning 
assets” and calculate the ratio of earning assets to total assets. 

3 On November 30, 1944, the combined statement of the ten chartered banka 
of Canada showed: 


Notes of Bank of Canada S 139,402,552 

Notes of and checks on other banks 232,443,485 

Subsidiary coin held in Canada 11,469,139 

Deposits with Bank of Canada 437,223,595 

Demand deposits held m Canada 1,813,336,280 

Savings deposits in Canada 2,343,141,318 

Deposits due to Dominion and provincial gov- 
ernments and to banks in Canada 1,081,697,973 

Deposits due abroad 677,67 1,344 

Deposits due to banks abroad 87,917,085 


(n) Calculate the legal reserve ratio; (b) determine whether the legal reserve 
w deficient or in excess of requirements and to what extent- 
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('barter, bank, 116 

Charteml banks of Canada, 588, 594, 
597-599-601 

Chase, Halnum P„ conception of na- 
tional banking system, 99 
(’battel mortgages, security for small 
loans, 461 

( ’larking accounts, relation to circula- 
tion, 14 

Check-rout iug symlmt plan, 278-279 
Cheek*. 

certification of, 151-162 

clearance of, 145-146, 374-276, 291-293 

collection of, 160-161 

defined, 6 

officers’, 152 

on no- par points, 281 

par collection of, 96 

returned, 285 


Checks ( Cont ) : 

use of, 70, 176, 274-278 
Chevea, president of second Bank of 
United States, 85 

Chile- 

Central Bank of, 425-426 
International Exchange Committee of, 
425 

rates of exchange, 425-426 
China, money of, 3, 64 
Circulation icdcmption fund of Canada, 
97 

City banks; 

country banks compared to, 165-169 
investments of, 264 
Civil War, financing of, 46, 98 
Clay, Hemy, support of second Bank of 
United States by, 86 
Clearance 

by Reserve banks, 338 
defined, 145, 292 
local, 291-294 

Clearing banks, London, during World 
War II, 537-540 
Clearing house • 
audits by, 317-318 
country, 317-318 

foi notes of New England banks, 95- 
96 

functions, 284-285, 291-294 
numbers, 284 

Cleveland, Grover, repeal of Sherman 
Act under, 51 
Coinage : 
cost of, 8 
of bullion, 7 
of gold, 45, 60 
of gold forbidden, 11 
of silver, 31-32, 49-51, 58, 63-64, 65-66 
of silver dollars, 51, 66 
under gold coin standard, 25 
Coinage Act of 1870 of Great Britain, 39 
Com**: 
copper, 3 
early, 3-4 
gold, 3-5, 46 
minor, 9, 10 
origin of, 72 
pine-tree, 43 
scarcity of, 44 
silver, 46 
subsidiary, 9 
token, 9 

Collateral loan market, functions of, 353, 
360-361 

Collateral loam; 
classification of, 217-221 
maximum limits of, 206-207 
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Collateral loans ( Cont .): 
purposes of, 360-361 
to banks, 362 
to others, 362-363 
Collection drafts* 
advances on, 430 
clean, 432 

documentary, 432-433 
export financing by, 430, 432-433 
Collection letter, bank, 282-283 
Collection expenses, of personal finance 
companies, 456 
Collections * 

by Federal Reserve banks, 160-161, 
294-296, 338 
of credit items, 292 
out-of-town, 291, 294-295 
Colonial banking, 83-84 
Colonial banks of 
Gieat Britain, 540 
Holland, 567 

Golomal bills of credit, overissue of, 84 
Colonial mint, 43 

Colonial paper money, cn culation at dis- 
count, 44-45 

Colonial penod, mortgage banking dur- 
ing, 476 

Commercial banking: 
investment banking distinguished 
fiom, 506-507 

separated from investment banking, 
244-245, 508 

Commeicial banking gioup of govern- 
ment banking institutions, 107 
Commercial banks, 
as institutional investors, 517 
as purchasers of acceptances, 356-357 
bond investments, 102 
classified, 104-107 
deposits of, 472 
functions of, 102, 113 
investment polity of, 263-265 
legal reserve of, 53 

mortgage banking activities of, 476, 
484-485 

of France, 554-555 
operations of, 271-288 
personal loan departments of, 454 
security business divorced, 245, 508-509 
time deposits of, 200 
trust departments of, 103-104, 105-106 
Commercial invoice, use of, 444 
Commercial letter of credit: 
advantages of, 435 
agreement, 434 
ancillary, 438 
assignable, 437 
confirmed, 437 


Commei cial letter of credit (C 6nt.) : 
irrevocable, 437 
non-assignable, 437 
non-revolving, 437-438 
lequned documents, 434 
levocable, 436-437 
i evolving, 437-438 
unconfirmed, 437 
use of, 153-156, 465 
Commercial loans 
types of, 212-219 
Commercial paper: 
pui chases by banks, 207, 210 
purchase for correspondents, 237 
Commercial papei houses, 106 
Commercial paper market, functions of, 
353, 358-359 
Commission . 

National Monetary, 101 
on acceptances, 155456 
on Banking Law and Practice of Re- 
serve City Bankers, 250 
on letters of credit., 155-156 
Commodity Credit Corporation, 107, 482 
Commodity loans, defined, 214-215 
Commodity money: 
as standard money, 24 
defined, 7-8, 9 
silver as, 7 
Commodity prices: 
and inflation, 401-406 
control of, 397-398 
in Cheat Britain, 399 
relation of gold to, 398-491 
rise of, 403-406 
Commodity standard**, 25-37 
Common-sixo statements; 
form of, 230 
use of, 228, 230 
Common stocks: 
as trust investments, 499-500 
sale at premium, 140 
Comparative balance sheets of Ameri- 
can Gadgets, Inc,, 289 
Compensated dollar, 381-386, 483 
Compensated standards, 35-36 
Compensating balances: 
as excess income, 194 
effect on borrower’s cost, 149 
Comptroller of Currency : 
annual report of, 264 
deposit of bonds with, 98 
functions of, 99-100, 117419, 121, 141- 
143, 239, 242-244, 246-250, 251, 812- 
313, 315, 317 

ruling on branch banks, 809 
Conditional sales contrast I, assignment 
of, 457-458 
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Confirmed letter af ciedit, defined, 437 
Congi ess 

Act of 1934 on industual advances, 336 
constitutional powers, 43-44 
supeivisory powers, 313-314 
Conservators • 
bank operation by, 5§ 
corporate fiduciaries as, 496-497 
Consignment, financing by, 430, 431-432 
Consolidations, bank, 120-121 
Consular invoice, 434 
Consume! credit agencies, miscellaneous, 
400-401 

Consume! credit group, of government 
banking institutions, 107 
Consumption credit, 447-449 
Consumption finance: 
agencies, 447-461 
economic aspects of, 448-449 
legal aspects of, 450-462 
Consumption loans: 
defined, 212 
Roman, 76 

Continuous audits, 320-321 
Control, credit, 196, 219, 340-348, 371-380 
('out rolled currency, 08-69 
Conversion of state banks, 120 
Cooperative credit group of government 
hanking institutions, 107 
Cooperative nedit institutions, 459-460 
Cooperative people’s banks of Canada, 
588, 604 

Corporate deed of trust, trustee under, 
503 

Corjiomte fiduciaries: 
compared to individual trustee, 490 
functions of, 490-504 
CorjKimte securities, sale of, 19-20 
Cor|M>mte trustees, liability of, 40$-4fW 
Corporate trust*, functions of, 494-495 
Correspondent relation# pf bfipks, 145, 
160-161, 291, 297400 
Co-trustee, trust institution as, 493 
Country banks: 

city banks compared tq, 164-169 
investment losses of, 266 
investments of, 264 
mortgage loans of, 254-256 
Country clearing houses, examinations 
of, 317-318 

Country collection department, opera- 
tion of, 282-284 
Credit: 

m medium of exchange, 11 
bank, 18-21 
benefits of, 11-12 
busmens, 447443 
collapse of system, 21 


Credit (Cont ) * 
control, 199-200, 371-386 
dcfeircd, 160-161 
definition of, 6-7 
expansion, 20-21, 37, 219 
function of, 16-17 
group and branch bank, 237-238 
letters of, 77, 153-155 
limited expansion of bank, 20 
managed, 301 
manipulation, 397-398 
need foi control, 21-22, 38-39 
ovorexpansion of, 18 
personal, 448 
production, 448 
qualitative conti ol of, 18 
ledemption of, 24 
retail, 20 
spnal of, 21 
trades 20 
use of, 389 
Credit control' 

by Federal Reserve Hystem, 327-331, 
340-345, 371-386 
during World Wat II, 385-386 
impoiiance of, 196, 219 
in the United States, 371-386 
lacking m national banking system, 
100 

wartime policy, 340-344 
Credit depart incuts * 
bank, 223-239 
cost of, 224-225 
divisions of, 225-226 
relation to other bank departments, 
234-238 

services of, 223-224 
Credit files: 
bank, 225, 231-233 
revision of, 238 
Credit information: 
dissemination of, 233-234 
sources of, 226-227 
Credit instruments, defined, 6-7 
Credit investigators: 
bank, 232-233 
functions of, 227 

Credit management, government, 371- 
386 

Credit mobilier banques, 557-558 
Credit money: 
defined, 7-9, 24-25 
depreciated, 38 
irredeemable, 25 
ratio of issuing, 35-36 
redemption of, 14, 25, 27, 33, 35, 38 
repudiated, 37 

standard monev contrasted, 24-25 
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Credit policy, wartime, Federal Reserve, 
340-344 

Credit Supervision Board, German, 
functions of, 585 
Credit unions 
Federal, 107 

functions of, 106, 451, 459-460 
loans of, 459 
Cnme of 73, 47-48 
Croesus, 4 

Cultuurbanks, functions of, 567 
Cumulative voting of national bank 
shaies, 127 

Curatoi, corporate fiduciary as, 497 
Cunency: 
blocked, 38-40, 425 
change in gold content of, 398-401 
classification, 376-381, 419-420 
controlled, 38-39, 68-69, 301, 375-381 
debasement of, 29 
deposit, 389 
devaluation of, 400-401 
expansion, 55-56 

Federal Reserve bank issues of, 333-334 
fractional paper, 46 
inflation, 16 

managed, 38-40, 68-69, 375-381, 401 
nmeteenth-ccntury, 91 
of countries off gold, 414-415 
private paper, 46 
risk m foieign trade, 428-429 
value, Presidential power over, 68-69 
varying demand for, 14 
withdrawal from circulation, 392-393 
with exchange restrictions, 420, 424-426 
with multiple exchange rates, 425-426 
Currency and Bank Note Act of Great 
Britain, 524-528 
Currency Commission, 382-383 
Currency Defence Act of Great Britain, 
535 

Currency principle of note issue, 95, 177- 
179 

Current accounts of Canadian banks, 600 
Custodian accounts of trust institutions, 
504 

Customers' loans, liquidity of, 201-202, 
210-211 

D 

Dawes plan, adoption of, 576 
Debt, public, 377 

Deferred accounts, handling of, 281 
Deferred availability items: 
handling of, 160, 277, 278-281, 346 
schedules, 160 
Demand deposits: 
abolition of interest on, 186-187 


Demand deposits ( Cont ) 
legal reserve against, 146-148 
of city and countiy banks contrasted, 
165-169 

on balance sheets, 144-146, 149-153 
time conti asted to, 76 
tieatment of, 163-164 
Demand loans, 207 
Demosthenes, 75 

Dcpaitmentization of banks, 134-135 
Depositary, trust institution as, 504 
Deposit balances: 

created undei gold exchange standard, 
28 

effect on cost of borrowing, 149-150 
Deposit cunency, settlement, by, 389 
Deposit insurance fund of Now Yotk 
State, 472 
Depositors: 
accounts, 187-188 
protection of, 188-189 
Deposits * 

bank, 144-146, 176, 185-196, 389, 391- 
394 

British joint-stock bank, 535 
chart of all banks, 243 
demand, 147-148, 149-153, 163, 164 
derivative, 149 
French credit bank, 565-556 
government, 98-99 
guaranty of, 189-190 
m Federal Reserve banks, 348 
in other banks, 194 
insurance of, 189-193 
interest on, 186-187, 293-294 
making of, 273-274 
non-member bank, 348 
notes compared to, 176 
of Bank of Canada, 592 
of Canadian banks, 000-602 
of city and country banks contrasted, 
165-169 

of London clearing banks, 388 
primary, 149 

ratio to capital of Dutch banks, 566 
relation to loan and investment policy, 
200 

saving*, 144, 464-466 
secondary, 149 

time, 146, 147-148, 164, 463, 464 
volume of, 69-70, 396-397 
Deposit Blip, 273-274, 276 
Depreciated paper currencies: 
of Austria, 48 
of colonies, 43-44 
of Italy, 48 
Depression : 
b mb of, 37 
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Depression (Cont ) 

effect, on bank balance sheets, 169-173 
from rising value of clollai, 13 
mitigation of, 37 
of ’thirties, 265-266, 564 
Donvative deposits, 149 
Devaluat ion 
currency, 400-401 
of clollai, 63, 388, 398-401 
of fume, 399 
Directors 
bank, 119 
corporate, 134 
dummy bank, 129 
examinations, 130 
national bank, 140 
of Federal Reserve banks, 332 
Discount charge's, regulation of, 204-205 
Discounting: 
by contra! banks, 219 
of bank acceptances, 155-157 
of drafts, 431 

Discount market, England, during war, 
543-545 
Discount, rate: 

of (tenoral Bank of Fiance, 80 
regulation of, 328-329 
Discounts: 

by Federal Reserve banks, 334-335 
distinguished from loans, 148-150 
prepaid, 151 

unearned, 149, 156, 163-IG4 
Discounts and advances of Fteneh credit 
bunks, 555-556 

Discounts and loans, prepayment of, 161 
District. Banks for Co-operatives, func- 
tions of, 107, 482 
Dividends: 
on bank stock, 141 
cm reserve bank stock, 142 
Documentary drafts, 432-433 
Dollar: 

acceptances, 417 
change in value of, II* 13 
confidence lost in, 54-55 
depreciation of, 414 
devaluation of, 397*400 
gold, 11, 68 

gold content of, 68, 87M81, 400-401, 
409 

paper, 35 
ailv«r, 68 

value, Presidential power to alter, 67- 
68, 371 

Dollar bloc, 419, 433*424 
Dollar exchange, acceptance# to create, 
355 

Domesday Book* on trust*, 463 


Dominion and colonial banks of Great 
Britain, 540 

Dominion Bank Act, 588 
Dominion Government savings banks, 
588, 602-603 
Double liability 
of bank stock, 92 

of state bank pi of on ed stocks, 173 
Drafts* 

collection, 430, 432-433 
defined, 6 
discount of, 440 
purchase and sale of, 28, 32 
sight, 415 
time, 415-416 

Dutch banking system, 559-570 
Dutch banks* 

absence of legal restrictions, 566-567 
ratio of capital to deposits, 566 
Dutch overseas banks, impoitaneo of, 570 
Dynamic iatios, 229 

E 

Ear-marked gold, 
discussion of, 28, 52 
prohibited, 62 

Elasticity of notes, 176-179 
Eligible paper, exemption from margin 
requiiomonts of, 206 
Embargo on gold, 52 
Emeigency Banking Act, 50, 253, 479 
Emergency Farm Mortgage Act, 374 
Thomas Amendment to, 10, 59-60, 374 
England. (*SVe Great. Britain,) 
Equalization Account of Great Britain, 
40, 62 

Equity capital, 520 
Escrow depositary, 504 
Examination Department of Federal Re- 
serve banks, 315-316 
Examinations: 
bank, 311-324 
directors*, 130 
of Reserve banks, 329-330 
Examiners, national, 315-316 
Excess reserves: 
and booms, 405 

basis of expansion of loans and invest- 
ments, 103-196 
factors increasing, 405-406 
of banks, 20 

Bank* of Holland, 78-79 
bill* of, 72 

Exchange Equalization Account, 40. 535, 
538 

Exchange, medium of. CSce Medium of 
exchange.) 
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Exchange panties, reason for deviation 
fiom, 410-411 
Exchange rates. 

Austrian, 425 

Chilean, 425-426 

compensation, 426 

currencies with multiple, 425-426 

expoit., 425 

maiket, 425 

official, 425 

unofficial, 425-426 

Exchange l esl * ictions, currencies with, 
419, 424-426 

Exchange Stabilization Fund, use of, 61- 
63, 374-376 
Exchange value: 
defined, 7 
of dollai, 61 

Exchanges for clearing house, 166 
Executive Order of 
March 10, 1933, on gold exports, 57 
April 5, 1933, on hoarding of gold, 11, 
57 

April 20, 1933, on gold exports, 57-53 
August 9, 1934, concerning silver, 65- 
66 

Executor, trust institutions aw, 496-497 
Exempt securities, classes of, 205-206 
Expansion: 

of credit, 20-21, 37, 218-219 
power of banks, 193-196 
Exportation* 
of gold, 57, 408-414, 417 
of gold and silver, 25, 26, 33 
of silver, 65 
Export-import banks: 
financial assistance of, 441-443 
function of, 107 
Exporter: 

burden of financing, 430-433 
financing by bank of, 430, 440 
Expiess trusts, acceptance of, 495-496 

F 

Failed banks, offset of deposits against 
liabilities in, 188-189 
Failures . 

bank, 87, 98, 109, 1 88, 302, 476-477 
dining liquidation period, 21 
Farm Credit Administration: 
function of, 107, 479 
loans by, 482 

Farm mortgage banking, principles of, 
475, 477-482 

Farm Mortgage Corporation, 481 
Farm mortgage loans, volume of, 254- 
256 

Farm Relief Act, 10 


Farm Secunty Administration, 107 
Federal Bill of Lading Act, provisions of, 
215 

Federal Credit Unions, 107 
Federal Deposit Insurance Corporation: 
function of, 107, 116, 120-121, 168, 187, 
191-193, 272, 294, 310, 369, 465 
membeiship m, 104, 310, 369, 472 
membership of savings banks, 472 
supervise y powers oi, 313-314, 315 
Federal Deposit Insmancc Fund: 
permanent, 191-193 
temporal y, 191 

Federal Emergency Administration of 
Public Works, 107 

Fcdeial examining authorities, 314-316 
Federal Farm Loan Act,: 
investment in obligations of, 245 
provisions of, 477-478 
Fedeial Farm Mortgage Oorpoiation: 
functions of, 107, 478-481 
investment in issues of, 245 
statement of condition of, 480 
Federal funds market, 353, 357-358 
Federal Home Loah Act, investment in 
obligations of, 245 
Federal Home Loan Bank*Aet, 183 
Federal Homo Loan banks: 
exempt obligations of, 185-187, 206 
functions of, 107, 255-256 
investment, in issues of, 245 
membership in, 472 
Federal Housing Administration: 
functions of, 107, 486-487 
mortgage insurance by, 486 
Federal Intermediate Credit banks: 
exemption from margin requirements, 
206 

functions of, 107, 482 
Federal Land Banks: 
consolidated statement of, 480 
exempt obligations of, 206 
functions of, 103, 477-479 
mortgage-lending of, 103 
Federal Open Market Committee, pow- 
ers of, 341, 372-373 
Federal Reserve Act: 
provisions of, 51-52, 101-102, 148, 181, 
206, 253, 254, 207, 333-334, 477 
Section 11-K, 491 

Federal Reserve agent, certificate of, 
110 

Federal Reserve bank notes*, 
characteristics of, 333-334 
regulation of, 181 

to replace national bank notes, 61-52 
Federal Reserve banka: 
accommodation by, 203 
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Fedoinl Reserve banks (U out ): 
and momboi bank loans, 203-204 
bon owing from, 150-151 
collodions by, 100-161 
eon ospondont relations with, 160-161 
emroney of note issues, 51-62, 57, 333- 
334 

examination of, 314-316 
functions of, 51-52, 57, 104, 160-161, 
203-201, 281, 294-207, 313, 315-316, 
328, 331-345 

liberalized note-issue powers, 56 
open market, opeiations of, 397 
organization oi, 331-333 
par-collections by, 204-297 
pm chase of stock of, 142 
qualitative credit control bv, 203-204 
rediscount rates, 182-183 
rrsomroH of, 333 

supervisory powers ol, 313, 315-316 
Federal Reserve Hoard bSVe Hoard of 
( » o vernons) ; 

credit contiol, 39, 372-373 
powers under Inflation Act, 58 
powers under Security Exchange Act, 
372 

Federal Reset \e notes: 
characteristics of, 332-333 
flexibility of, 51-52 
issuance of, 330 
limitation on, 391 
redemption of, 59 
Federal Reserve System: 
collection through, 145 
credit control by, 30, 371-372 
functions of, 3th 291-295, 305-306 
membership in, 104, 113, 143 
membership of savings banks, 559 
organization of, 827-413 
par-collections by, 294-297 
powers of authorities, 372-374 
regulation Q on sidings deposits, 464 
rescue against eei titled checks, 152 
reserve requirements of, 146-148 
wartime credit policy of, 340-344 
Federal Savings and Loan Associations, 
107 

Federal Havings and Loan Insurance 
Corporation, 107 
Federal Heeurities Act of 1913 s 
liability under, 134 
provisions of, 309-510 
registration requirrmanta of, 510 
Federal Warehouse Act, provisions of, 
216 

Flat money: 
m money of rmlemplloiti 
defined, 7, ft, UMft 


Fiat standard 

essentials and tests of, 37-40 
exchange, 40-41 
gold com standaid as, 25-26 
limitations of, 39 
of Gioat Britain, 41 
of India, 41 
Fidelity insurance 
by tiust companies, 504 
list' of, 402-493 
Fidueiaiy: 
money, 24 

significance of toim, 490-491, 494 
Fidueiaiy soi vices. 

of banks and trust com panics, 439-504, 

KO<l_KOK 

mc(> 1>(> of, 492-41)3 

Finance companies, salt's, 457-459 
Fineness 
of gold, 398 

of gold dollar, 50, 60, 63, 408 
of silver, 65 
of silver coins, 32 
of silver dollar, 40 
of silver unit, 44 
of standaid gold unit, 25, 44 
of standard unit, of value, 25, 26-27 
First. Hank of the United States, 
hank notes of, 45 
brunches of, 301 
liquidation of, 84 
organization and functions of, 84 
First Export -Import Bank, 441 
Fiscal agency functions of trust institu- 
tions, 504 

Fisher, Irving, theory of compensated 
dollar, 381-385, 400-401 
Fixed investment trust, 515 
Flight of capital: 
effort in foreign exchange, 415 
from dollar, 56 
in abnormal times, 413 
Float: 

defined, 346 
Foreign coins: 
circulation m colonies, 44 
declared legal tender in 1793, 44-45 
demand and supply of, 419-411 
Foreign exchange: 
acceptances, 417 
future commitments in, 47 
influence of speculation on, 414 
meaning of, 408-410 
regulation of, 57 

restrictions, 53-54, 56-57, 419-420, 424- 
426, 429-430 

Foreign exchange restrictions: 
essence of, 424-425 



622 


INDEX 


Foreign trade: 
chaiaeteiistxcs of, 428-429 
government financing of, 441-444 
government regulation of, 429-430 
relation to exchange rate, 411-412 
time element m, 430 
Foim 

bank balance sheet, 163-164 
batch proof, 274-276 
Big Five at Dec 31, 1935, 536 
branches and agencies of French credit 
banks, 555 

changes m loans and investments, 265 
common-size statement, 228-229 
comparative balance sheets 289 
computation of legal reserve require- 
ments, 146-148 
deposit slip, 273 

deposits, loans, and investments of 
banks m the United States, 1834- 
1935, 243 

Federal Reserve bank examiners’ re- 
port, 322 

First Bank Return under Currency and 
Bank Notes Act, 527 
investment banking, 508 
Member bank loans on securities, 369 
Monthly Report of Active Officers to 
Directors, 132-133 

No. 1416 B of Comptroller of Cur- 
rency, 207, 208-209 
offering ticket, 232 
percentage bank statements, 166-167 
Percentage Comparisons for National 
Banks during Prosperous and De- 
pression Years, 170-171 
Forward rate of exchange, 416 
Franc 

devaluation of, 399, 423 
French, 408 

gold content of, 52, 408, 553 
France * 

effect of Law’s scheme on, 82 
gold standard of, 54, 422-423 
silver coinage discontinued by, 31 
Frazier-Lemke Act of 1934, unconstitu- 
tionality of, 481 

Free Banking Act, passage of, 97-98 
Free Banking System: 
features of, 96, 97-98 
model for National Bank Act, 98 
French Banking System, classification of, 
548-559 

Funded trusts, 497 

G 

Gallatin, Secretary of Treasury, 85 
General management investment trust, 
515 


German banking system (See German 
banks, Germany), 
outline of, 573-586 
pre-war period of, 573 
German banks, 
classification of, 575-586 
collapse of, 663 
reoigamzation of, 583-584 
German money market, inflow of for- 
eign funds, 574 

German Reiehsbank, note issue of, 52 
Germany : 

adoption of gold standard by, 31, 48 
banking crisis of, 417 
banking system of, 575-586 
currency inflation of, 402 
Gold: 

abandonment of, 414-415 
abnormal movement of, 413 
acceptability of, 5 
advantages of, 15, 30 
as commodity money, 7 
as mediums of exchange, 3, 5 
as standard money, 25 
bars, 26, 60 

bullion standard, 25-27 
decline in value of, 33 
delivery to Treasury, 56 
dollar, 11, 68 

ear-marked, 28, 52, 55, 56, 62 
economical use of, 26-29 
effect of restrictions, 26 
embargo, 52 

exchange standard, 25-28, 29-30 
exportation by Treasury license, 57 
exportation prohibited, 56 
flow into industrial arts, 26 
hoarding of, 56 

importation and exportation, 27-28, 34, 
67 

m U S , 67 
increased value of, 48 
inflow of, 67, 392, 396 
London price of, 418 
modern era of, 5 
nationalization of, 57 
outflow from U S., 413-414 
plans for economizing, 52-53 
production of, 5 

prohibited as medium of exchange, 11 
purchase by central bank, 26 
purchase by treasury, 26 
ratio, of silver to, 30-32, 49-50 
redemption of Treasury notes in, 51 
relation to commodity prices, 398-401 
types of standards, 25-30 
unrestricted exportation and importa- 
tion, 25-26 
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Gold ( Coni )• 
unstable value of, 14 
withdrawal from cnculation, 346 
Gold bloc, defined, 419-425 
Gold bullion standard 
m Great Britain, 39-41 
new, 66-69 
post-war, 52 
Gold certificates: 
hoarding of, 56 
nationalization of, 57 
printing of, 393 

prohibited as medium of exchange, 11 
redemption of, 60-61 
under Gold Reserve Act of 1934, 62- 
63 

Gold clause, annulment of, 59-60 
Gold coinage 
effect of restricted, 26 
prohibited, 44, 60 
Gold coins 
defined, 4 

withdrawn from circulation, 46, 60, 69 
Gold com standard, 25-26 
Gold content of dollar, 63, 381-385, 400- 
401 

Gold Discount Bank, functions of, 575, 
580-581, 584 
Gold dollar 
Act of 1834 on, 45 
as commodity money, 50 
as standard umt of value, 51, 59, 68 
weight of, 45, 58, 61, 63 
Gold exchange standards, post-war, 52-53 
Gold export point, 
decline of dollar below, 415 
defined, 408-409 
example of, 409-410, 412-413 
under “international” standard, 67 
Gold exports* 
in Great Britain, 417-418 
restricted, 57 
Gold import point: 
defined, 409 
example of, 409-410 
Gold points* 

determination of, 408-410 
explained, 413-414 

Gold production, increase since 1890, 31 
Gold reserve: 
against greenbacks, 51 
established by Gold Standard Act, 51 
Gold Reservo Act of 1934, provisions, 
60-63, 374, 380, 408 
Gold reserves, of central banks, 53 
Gold standards 

abandonment of, 25> 26* 29-42, 399, 417- 
m, 625 


Gold standard ( Cont ) * 
adopted by Germany, 48 
adopted by Great Britain, 31 
countries on, 24, 54 
during First World War, 52 
“executive,” 67-68 
“intei national,” 67 
post-war, 52-54 
suspension of, 56-57 

Gold Standard Act of 1925, of Great 
Britain, 39, 524 

Gold standaids, types of, 25-30 
Gold stock of Umted States, 54-55 
Gold umt, by Act of 1792, 44 
Government banking institutions, types 
of, 107 

Government bonds* 
bank investment m, 263-264, 373, 471- 
472 

investment of savings banks, 472-473 
Government securities 
analysis of, 345 
as legal investments, 499 
market for short-term, 353-354, 358-359 
market support of, 62 
Great Britain* 

abandonment of gold standard, 39-41, 
54-55, 399, 413-419, 423, 525 
adoption of gold standard by, 31 
Bank of England notes, 40 
Coinage Act of 1870, 39 
Currency Defence Act of 1939, 535 
currency management of, 39-41 
de facto gold basis of, 31 
deposits of clearing banks, 389 
equalisation account, 40, 535 
fiat standard of, 39 
gold bullion standard of, 39, 52 
Gold Standard Act of 1925, 39 
investment practice in, 512-513 
notes m circulation, 389 
price level of, 40 

suspension of specie payments, 413 
truks in, 493 
Greenbacks: 
as credit money, 24 
as legal tender, 8-10 
depreciation of, 46 
during Civil War, 46 
impaired gold reserve, 51 
issue of, 45, 46, 58 
redemption of, 46, 49, 51 
Gresham’s Law: 
defined, 34 
operation of, 95 
Group banking: 
elements of, 291, 304-305 
growth of, 237-238 
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Guaranty • 
of deposits, 189-190 
services of trust institutions, 493 
Guaranty Trust Company, 134, 501 
Guardian, corporate fiduciary as, 497 

H 

Hamilton, Alexander: 
banking contributions of, 44, 84 
bimetallism recommended by, 44 
Hammurabi: 
code of, 73 
on interest rates, 450 
History of: 

bank investments, 242-250 
bank supervision, 311-312 
mortgage banking, 476-477 
Hoarding, 14, 56, 57, 465 
Holding company, 
bank, 113 

regulation of affiliates, 305-306 
Holland : 

banking system of, 559-570 
Exchange Equalization Fund, 561 
gold standard of, 54, 423 
international trade center, 77 
Home Owners’ Loan Corporation- 
exempt obligations of, 206 
functions of, 107, 483, 485-486 
government sponsorship of, 255-256 
investment m issues of, 245 
Housing Authority, United States, 107 

I 

Importer: 

burden of financing by, 430 
financing by bank of, 430, 433, 440 
Independent Treasury System, 98-99 
India 

silver payments to, 52 
sterling exchange standard of, 41, 64 
Indiana, State Bank of, 92-93 
Indianapolis Currency Commission, 100- 
101 

Industrial advances- 
analysis of, 345 
by Reserve banks, 336 
Industrial arts, flow of gold to and from, 
26 

Industrial banks: 

consumer financing institutions, 106 
functions of, 106, 453-454 
Industrial development bank, Canada, 
604-606 
Inelasticity 

of Free Banking System, 97-98 
of National bank notes, 184-185 


Ineligible paper, advances on, 329 
Inflation 

Act, 57-58, 59-60, 63 
analysis of periods of, 404-406 
and commodity prices, 401-406 
and fiat standards, 37-38 
Civil War period of, 48 
credit, 402, 403-406 
dangers of, 66 
in Germany, 574 
paper money, 66 
types of, 66, 402-406 
Inflow of gold, effect of, 393-397 
Inspector General of Banks, powers of, 
600-602 

Installment finance companies * 
functions of, 457-459 
legality of, 450 
volume of business, 458 
Installment mortgages, 477 
Installment paper, automobile, 458 
Installment selling 
by sales finance companies, 457-459 
effect^ of, 449-450 

Institutional investors, classification of. 
507, 509, 515-517 

Insurance (See Insurance companies) * 
deposit, 189-193 
fidelity, 493, 504 
mortgage, 486-487 
title, 493, 504 
Insurance companies: 
casualty, 507 
fire, 507 

indirect investing by, 507 
life, 507 
loans, 460 

Interbank relations, 291-306 
Interest on deposits, restriction of, 186- 
187, 294 
Interest rates- 
effects of usury, 20 
factors depressing, 372, 393-394 
m the United States, 40$ 
of antiquity, 72-73 
of loan sharks, 453 
of Roman times, 76 
of small loan companies, 452, 454 
on savings and time deposits, 483 
regulation of, 204-205, 451 
trend of, 372, 376 
under Small Loan Act, 451 
Interlocking directorates, 134 
International acceptance b usiness , 545- 
546 

International trade, reduction of, 546 
Investing institutions, classification of, 
507; 514*517^, . 
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Investment analysis by banks, 239, 267- 
268 

Investment banking: 
distinguished from commercial bank- 
ing, 506-607 

institutions, 507-510, 512-520 
organization of, 602-603 
services of, 102-103, 520-521 
Investment banking group of Govern- 
ment banking institutions, 106- 
107 

Investment dealer, 508-510 
Investment departments of banks, 258- 
259 

Investment houses of Great Britain, 632- 
633 

Investment middlemen, functions of, 508- 
510 

Investment of trust funds, 499-501 
' Investment policy* 

influenced by Reserve banks, 203-204 
relation to business cycle, 200-201 
relation to customeis’ demands, 201 
Investments (See Investment analysis) 
bank, 139-140, 192-196, 241-256, 258- 
269, 391-394 
chart of all bank, 243 
evaluation of, 250-252 
losses on, 265-266 
rediscounting of, 252-253 
regulation of bank, 143, 241-269 
relation to deposits, 200, 259 
risks, 260, 265-266 
savings bank, 468-470 
speculative, 247-249 
trading policy, 269 
Investment trusts* 
as investment institutions, 103 
types of, 515-517 
Italy, paper currency of, 48 

J 

Jackson, Andrew: 

attack on Bank of the United States, 
85-86 

transfer of public funds to state banks, 
86 

Jefferson, Thomas: 
bimetallism recommended by, 44 
silver coinage discontinued by, 44 
Joint-stock banks of Great Britain, 535 
Joint Stock Land Banks: 
lading prohibited, 479 
unimportance of, 103 

K 

Kiting, 214 


L 

Labor banks, 460 
Latin Monetary Union, 48 
Law, John* 

banking system of, 79-82 
contributions of, 82 
failure of system of, 81-82 
Legal investments, 468-470, 499-501 
Legal reserves: 
computation of, 160-161 
foreign balances as, 29 
of central banks, 53 
of Federal Reserve System, 146-148 
penalty for deficiency m, 148 
Legal tender 
Act of 1862, 99 

denied to colomal bills of credit, 43 
money, redemption of, 25, 27, S3 
of Bank of England notes, 40 
of gold com, 25 
of silver raised, 49 
provision of Inflation Act, 58-59 
silver certificates as, 65 
silver dollars as, 50 
trade dollars as, 47 
Treasury notes as, 51 
under bimetallic standard, 32-35 
under fiat standards, 37-38 
under gold bullion and coin standards, 
26-27 

Umted States, 68 
Lend-Lease Act, 444 
Letters of credit, 
commercial, 153-157 
during Crusades, 76 
financing by, 430, 433-438 
Roman, 76 
Liability: 
contingent, 157 
for usury, 205 
of bank directors, 130-131 
of trustees, 498-499 
on bank stock, 127-128 
Licensing of: 

bank holding companies, 305-306 
silver exports, 65 
Life insurance trusts, 497 
“Limping” standard, 50 
Line of credit 
defined, 210-212 
multiple or rotating, 211-212 
Liquidation: 
characteristics of, 21 
of banks, 53, 121-122 
Liquidity of 
savings banks, 471-473 
secured loans, 218-219 
Loan officers, functions of, 234-235 
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Loans 

chart of all bank, 243 
classification of, 207-221 
collateral, 360-361 
consumption, 74-75 
customers’, 201 
demand, 207 
diversification of, 201 
exempt from ten per cent limit, 207 
for account of others, prohibited, 367 
Lombard, 252 
mortgage, 254-256 
of credit unions, 459-460 
of insurance companies, 461 
of personal finance companies, 454-457 
prohibited, 204-205 
real estate, 253-255 
regulation of secured, 205 
secured, 205, 207 
“term,” 219-221 
time, 207 
to affiliates, 206 
to brokers, 210 
to customers, 210-211 
to others, 210 
to single interest, 206-207 
unsecured, 210-211 
Loan and discounts, 
balance sheet treatment of, 148-150, 
151 

classification of, 166, 169, 170, 199-221 
distinction between, 148-150 
increase of, 169 
of national banks, 169, 170 
prepayment of, 151 
question sheet, 322-323 
Loans and investments , 
bank, 20 
changes m, 265 
expansion of, 193-196 
influence of Reserve banks on, 203- 
204 

of mutual savings banks, 469-470 
relation to business cycle, 200-201 
relation to customers’ demands, 201 
relation to deposits, 200 
Loan sharks 
practices of, 450, 452 
rates of, 452 
Loan tickets, 231, 232 
Location, bank, 115-116 
Lombard loans, 252 

London clearing banks, during World 
War II, 537-540 
London money market 
bill brokers of, 542-543 
gold prices m, 418 
international scope of, 417 


M 

Malleability, 15 

Managed credit of Sweden, 401 
Managed currencies 
defined, 39-40, 375-376 
difficulty of, 38-40 
instruments, 376-381 
Margin requirements 
exemption from, 206 
on security loans, 519 
regulation of, 330-331 
under Securities Exchange Act, 205-206 
Maritime Commission, U S , 107 
Marketability, 244, 246-248 
Maximum loan value, 364 
McFadden-Pepper Act 
permitting stock split-ups, 110 
provisions of, 116, 121, 126, 134-135 
Measure of value, 10-11 
Medium of exchange: 
ammals as, 3 
credit as, 11 
early types, 2 
function of money, 10-14 
gold as, 7 
metals as, 3-4 

of American Colonies, 43-44 
prohibition of gold as, 12 
shells as, 2-3 
silver as, 7 

Member bank balances: 
factors causing decline of, 405 
increase m, 397 
relation to currency, 389-391 
Member banks 
Call Report, 264, 361, 368 
reserve requirement for, 146-148 
Merchant banks, England, during war, 
546 

Mergers, bank, 300 
Mexican 
dollar, 47 

silver production, 31 
Mill, J. S , on credit, 448 
Minister of Finance of Canada, deposits 
with, 97 

Minor coins, 9-10 
Mmt: 
charges, 46 
first American, 44 
price of silver, 64 
ratio, 34, 44, 61 
Mississippi Bubble, 82 
Monetary: 

policy of United States under Silver 
Purchase Act, 65 
standards, 24-42 
stock of gold, 346,- 
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Monetary ( Cont ) 
stock of United States, 418-419 
system, new, 66-69 
Money 

as medium of exchange, 13 

as standard of deferred payments, 13 

as store of value, 13-14 

changing value, 13 

commodity, 7-8, 24-25 

copper as, 9 

credit, 8, 12-13, 24-25 

definition of, 6-7 

fiat, 7, 9, 15-16, 24-25 

gold, 7 

m circulation, 13-14, 68-69, 347, 389 
inconvertible credit, 8 
irredeemable, 25 
kinds of, 7-10 
lawful, 9-10 

legal tender, 25-26, 27-28 
of account, 11 
of redemption, 8, 14, 25, 38 
paper, 46, 390-391, 403 
qualities of good, 14-16 
quantity theory of, 14, 394-397 
relation to member bank balances, 389- 
391 
silver, 7 

standard, 8, 13, 24-25 
standard fiduciary, 24 
till, 13 

turnover of, 14 
use of, 388-389 
value of, 7, 394-398 
Money m the United States 
Act of 1879, 50 
American crisis, 54-69 
Bland-Allison Act, 49-50 
Colonial period, 44-45 
decline of silver, 47-48 
during First World War, 52 
gold clause annulled, 59-60 
Gold Reserve Act of 1934, 60-63 
Gold Standard Act, 51 
nationalization of silver, 65-66 
new system, 66-69 
period of 1792-1834, 44-45 
period of 1834-1861, 45-46 
period of 1861-1873, 46-48 
Pittman Act, 52 
restoration of silver, 63-64 
Silver Purchase Act of 1934, 65-66 
Specie Resumption Act, 49 
Money market, 

Amsterdam, 670-678 
Berlin, 652 
changes in, 373-374 
functions of, 352-369 


Money market (Cont^)\ 

London, 417 
New York, 352-369 
Moratoria 
defined, 443 
statutes, 481 
Moms Plan banks: 
as consumer financing institutions, 106, 
458 

functions of, 451, 453-454 
Mortgage banking: 
history of, 476-477 
principles of, 487 
urban and farm, 475-487 
Mortgage insurance by Federal Housing 
Administration, 486-487 
Mortgage loans: 
by national banks, 253-255, 481 
farm, 477 
shiftability of, 255 
volume of, 255-256 
Multiple exchange rates, 425-426 
Multiple lines of credit, abuse of, 211- 
212 

Municipal securities: 
as legal investments, 499 
bank investment m, 263-264 
competitive bidding, 510 
Mutual savings bank 
as investing institution, 507-508, 514 
loans and investments, 434, 574 
number and deposits of, 466 
operation of, 467-468 
stability of, 103 

N 

National Bank Act (See also National 
banking system, Notes, Banks): 
provisions of, 47-48, 98-99, 135, 179- 
181, 239, 244 

National banlang system- 
exclusion of mortgage lending, 476 
limitations of, 100 
National bank notes: 
elimination of, 184 
inelasticity of, 184-185 
prior hen of, 188 
regulation of, 180-181 
retirement of, 180-181, 333-334 1 
National banks: 
branch privileges, 301-302 
capital requirements, 114, 116 
change to state charter, 121 
common stock, 139-140 
directors of, 140 

double liability of stocks, 127-128 
loans to single interest, 206-207 
losses on investments, 265-265 
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National hanks (Cant ) 
mandat 01 y membership m Federal Re- 
serve, 104 

maximum interest rates charged by, 
204-205 

membership m Federal Reserve Sys- 
tem. 143 

mortgage loans by, 254-255 
regulation of, 204-206 
sale of preferied stock to Reconstruc- 
tion Finance Corporation, 56 
savings deposits of, 465-466 
severance of security affiliates, 105 
size of, 105 

trust activities of, 491-492 
voting power of stock, 127 
National Farm Loan Associations, 107, 
478-479 

Nationalization: 
of gold, 57 
of silver, 65-66 

National Monetary Commission, 101 
National Mortgage Associations, 107 
Netherlands (See Holland ) 
Netherlands Bank, 559-566 
New accounts, procedure m opening, 286- 
288 

New business department, 235-237 
New York money market, 352-438 
New York State 

savings bank investments, 469-470 
New York Stock Exchange 
as facilitating institution, 518 
functions of, 51, 368 
reports, 368-369 
Non-member banks, 
advances to, 335 
deppsjtg of, 348 
investments of, 256 
Note§ 

bank, 176-177 

banking principle of, 94-96 

Bank of Canada, 592-601 

bond-secured, 97-99 

borrowing on customers’, 150 T 151 

circulation at par, 96 

compared to deposjfcs ? 176 

Federal Reserve, 50, 68, 333-334, 391 

fraudulent issue of, 97 

inelasticity o i r 93 

national bank, 47, 48, 99, 179-180 

of Bank of England, 40 

of Banlf of prance, 408, 552^554 

of Central bankg, 24 

of Netherlands Bank, 560-56!$ 

of wildcat banks, 87r-8§ 

par redemption of* 9$ 

promissory, 7? 


Notes (Cont ) . 

protection of holders, 188-189 
protested, 286 
redemption of, 98 
regulation of, 96 

Suffolk System of redemption, 95-96 
tax on state bank, 47-48 
Treasury, 263 

O 

Officers' 

bank, 130-131, 134-136 
checks, 152 

Old-Age Reserve Account (See SociaC 
Security Act ) 

“One Hundred Per Cent Reserve plan,” 
381-385, 400-401 

Opening a bank account, procedure m, 
286-288 

Open Market Committee, 327-328, 336- 
338, 372-374 

Open market operations of. 

Bank of Canada, 592 
Bank of England, 532-533 
Bank of France, 550-552 
central banks, 300-301 
Federal Reserve banks, 336-337, 372- 
373, 392-393, 397 

Operations* 
bank, 271-346 

mutual savings bank, 467-468 

Other Reserve bank credit, analysis of, 
346 

Overdrafts, 152-153 

Over-the-counter market : 
functions of, 518 
trading in, 512 

P 

Panics: 
bank, 54 
effects of, 9? 
in Europe^ 413-414 
lessons of, 242 
of 183V, 476 
of 1873, 46 
of 1893, 51 
of 1907, 10J. 
of 1930, 14, 242, 476 

Paper money: 
as credit money, 8 
Austrian, 48 
defied, 15*10 
depreciation of, 46 
effects of, 390-391, 403 
fractional, 46, 49 

Gold Reserve Act of 1934 §n, 63 
inconvertible, 52 
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Paper money ( Cont .}* 

Italian, 48 
of colonies, 43-44 
private, 46 
redemption of, 35 
state issues of, 44 
Par collection system, 96, 294-297 
Parity 

clause, 51, 59 
of notes, 176-177 
Pass books, 467 
Pawnbrokers, 451, 452-453 
Peel Act, 524 
Pegging operations* 
control of, 519 
of syndicate manager, 512 
Permanent Insurance Fund, 191-193 
Personal finance companies 
functions of, 451, 455-457 
regulations of, 451 
services of, 106 

Personal loan departments, 454 
Personal trust departments, 495-498 
Personal trusts’ 
functions of, 495 
services of, 496-498 
Personnel: 
bank, 136 

of trust institutions, 495 
Philippine Gold Standard Act of 1903, 
28 

Pittman Act, 52, 333 
Postal savings system: 
function of, 107, 465-466 
growth of, 103, 465-466 
Pound sterling: 
decline of, 414 
depreciation of, 399 
importance in world trade, 40 
Preferred stock* 

exemption from double liability, 146 
national bank, 140 

Prepayment of loans and discounts, 151 
President: 

authority over gold exports, 57 
control over currency, 67-68, 371, 374- 
375 

duties of bank, 135 
powers under Inflation Act, 57-59 
Prices: 

gold m London, 418 
movemeht of, 13, 19, 31-32, 86-37 
regulation of, 397-398, 400-401 
relation to money a fed credit, 394-492 
silver, 29-34, 64-65 
value <bstinguieBed ftoba, 
wholes^,* 16, li 
Primary deposits* 149 


Private banks: 
of France, 558-559 
of Great Britain, 540 
of Greece, 73-76 
of Holland, 569 
savings deposits of, 466 
Private credit banks of Germany, 575, 
582-583 

Proclamation of 
March 2, 1933, closing banks, 56 
December 21, 1933, on silver, 64 
December 31, 1933, on silver, 64 
January 31, 1934, establishing Stabili- 
zation Fund, 61-62 

January 31, 1934, reducing weight of 
dollar, 63 

August 9, 1934, concermng silver, 65-66 
Production Credit Associations, 107, 482 
Production Credit Corporations, 107, 482 
Profit and loss account, 139 
Promissory notes, 72 
Promotion fees prohibited, 110 
Protested notes, 285-286 
Provincial * 

and communal German banks, 582 
banks of Holland, 567 
government savings banks, 603 
Public . 

confidence, 21, 25 
credit banks of Germany, 575-582 
debt of ancient Greece, 75 
funds, 98 
securities, 499 
utility bonds, 263-264 
Works Administration, 167 
Pyramiding of reserves, 100 

Q 

Qualifications of bank directors, 128-129 
Qualities of good money: 
acceptability, 14-17 
cogmzability, 15 
divisibility, 14 
durability, 15 
homogeneity, 14 
malleability, 15 
portability, 15 
stability, 14-15 
summary of, 15 

Quantify theory otf m6nfey, 394-397 
Question sheet, loans arid d&counts, 322- 
323 

R 

Raiffeisen, German credit institution, 459 
Railroad- 

bank investments in secUrfitie^, 263-264 
securities as legal investments, 499 
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Rand McNally and Company, transit 
numbers published by, 289 
Rates (Svc also Rates of exchange) 
automobile financing, 458 
of ciedit unions, 459 
of exchange, 408, 416-417, 425-426 
Rates of exchange 
cable, 416-417 
forward, 416 
sight bill, 416 
spot, 416 

time drafts, 416-417 
Ratio 

analysis, 228-229 
bullion market, 35, 44-45 
of capital to deposits 259 
of capital to deposits of Dutch banks, 
566 

of redemption, 35 
of silver and gold, 34, 48 
Real estate loans: 
of national banks, 170, 172 
regulation of, 253-255 
restriction of, 205 

Real estate mortgage bond houses, 476 
Receipt 
trust, 216 
warehouse, 215 

Receiver, corporate fiduciary as, 503 
Reconstruction Finance Corporation: 
functions of, 107, 379 
purchase of capital notes and de- 
bentures by, 173 
sale of preferred stock to, 56-58 
supervisory powers of, 313, 314, 316 
Recourse plan of installment selling, 457- 
459 

Redemption of 
credit money, 27-28, 33 
Federal Reserve notes, 63 
gold certificates, 68 
legal tender money, 27-28, 33 
notes, 98 

silver certificates, 66 
Suffolk System, 95-96 
Rediscounting: 
agricultural paper, 477-488 
by central banks, 20-21 
investments, 251-253 
nature of, 151 
urban mortgages, 255 
Regional Agricultural Credit Corpora- 
tions, 107 

Regional clearing houses, 292 

Registrar, 503 

Regulation 

of comptroller on bank investments, 
246-250 


Regulation ( Cont ) 
of foreign trade, 429-431 
of lending operations, 204-207 
of loans to affiliates, 206 
of prices, 397, 400-401 
of security issues, 512-513 
Q, on savings deposits, 464-465 

T, governing brokers, 364-366, 519 

U, governing bank collateral loans, 365, 

519 

Reichsbank 
establishment of, 573 
functions of, 582, 585 
loss of gold, 413 
note redemption, 52 
operations of, 576-580 
reorganization of, 576-581 
Reichsmark, stabilization of, 570 
Reichspost, 585 
Remedial loan societies, 452 
Repurchase agreements 
regulation of, 248-249 
restriction of, 157 
Resale agreements, 157 
Reserve balances 
excess, 405 

factors causing increase or decrease of, 
348 

Reserve requirements 
of city and country banks contrasted, 
165-169 

“One Hundred Per Cent Reserve 
Plan,” 381-385 

Reserves " 

basis of expansion of loans and invest- 
ments, 193-196 
computation of, 160-161 
deficiency m, 150 
excess, 20 
exhaustion of, 21 
factors increasing, 393-394 
for contingencies, 171, 173 
for taxes, 164, 171 
importation of bank, 20 
of British jomt-stock banks, 540 
power over, 371 
pyramiding of, 100 
secondary, 265 

Resettlement Administration, 107 
Resolution. 

of June 5, 1933, annulling gold clause, 
59 

World Economic and Monetary Con- 
ference, 63-64 

Restricted accounts, 519-520 
Returned checks, 285 
Revolving letter of credit, 437-438 
Risks, investment, 260, 265-266 
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Robert Morris Associates, ethical code 
of, 233-234 

Eotatmg lines of credit, abuse of, 211 
Russia, currency inflation of, 52, 402 

$ 

Safety Fund System* 
development of, 89 
features of, 96-97, 189 
Sales-finance companies, function of, 106, 
457-458 

Savings and loan associations (See 
Building and loan associations ) 
Savings banks 

as investing institutions, 507-508, 514- 
517 

Canadian, 684, 696-702 
earmngs of, 471-472 
functions of, 463-473 
investments of, 467-469 
liquidity of, 471-473 
management of, 471 
membership in Reserve System, 472 
mutual (See Mutual savings bank) 
stability of, 103 

Savings Bank Trust Company, functions 
of, 473 

Savings deposits - 
defined, 464-466 
maximum interest rate on, 464 
of commercial banks, 144, 465 
of mutual savings banks, 465-467 
of Postal Savings System, 465 
of stock savings banks, 465 
Regulation Q on, 464-465 
volume of, 465 
Secondary reserves, 265 
Second Bank of the United States: 
branches of, 301 
charter of, 84 
contributions of, 85 
failure of, 86, 241-242 
organization, functions of, 84-86 
speculation of, 85 

Second Export-Import Bank, functions 
of, 107, 441-442 
Secretary of Treasury: 
dealings m gold and foreign exchange, 
73-74, 66-68 

power over gold value of dollar, 68 
power over money market, 371, 374- 
375 

powers under Emergency Banking Act, 
56 

silver purchases by, 50-51 
Section 11-K of Federal Reserve Act, 491 
Section ^136 of Revised Statutes, pro- 
yjMpns of, 244 


Secured loans: 
defined, 207 
liquidity of, 218-219 
maximum limits, 206-207 
regulation of, 205 
Secunties 

organization and distribution of, 510- 
513 

purchased by Reserve banks, 393-394 
Securities Act of 1933, 521 
Securities and Exchange Commission 
powers of, 515, 519 
registration by, 512 

Securities Exchange Act, provisions of, 
205-206, 330, 364-366, 367, 371, 616- 
618 

Security affiliates, abolition of, 105, 508- 
509 

Security loans 
defined, 217-221 
regulation of, 330, 372 
Seigmorage * 
defined,' 7-9 
effect of excessive, 25 
percentage for silver, under Inflation 
Act, 64 

profits from, use of, 68 
provision in Gold Reserve Act of 
1934, 61 

under gold com standard, 25 
Self-liquidity, defined, 202 
Selling group, functions of, 511-512 
Sherman Silver Purchase Act 
provisions of, 50-51 
repeal of, 51 
Shiftability 
defined, 202 
need for, 202-203 
of investments, 242 
of mortgage loans, 255 
Shm plasters, 46, 88 
Sight draft, 415 
Silver * 

as commodity money, 7 
as medium of exchange, 4-5 
as standard money, 25 
bullion, 52 
decline of, 48 
fractional coins, 44 
limitations of, 30-32 
nationalization of, 65-69 
Presidential power over, 68-69 
prices, 31-35, 51, 65-69 
Proclamation of 1934, 66, of 1938, 66 
production, 31-32, 49, 66 
proportion of monetary stock of U. S., 
65 

purchases, 52 
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Silver ( Ctmt ) 

ratio to gold. 30-32, 48 
redemption of, 51 
restoration of, 63-64 
seigniorage percentage, under Inflation 
Act, 64 

stability of value of, 81-33 
subsidiary, 10 
Silver certificates* 

Act of 1886, 50 
Bland-Allison Act, 49-50 
cancellation of, 52 
effect of issuance of, 393 
issuances of, 58, 65, 405 
Silver coinage: 

authorized by Bland-Allison Act, 49- 
50 

discontinued, 31, 48 
of India, 52 

Proclamation of Dec 31, 1933, 64 
Proclamation of Aug 9, 1934, 64 
under Gold Reserve Act of 1934, 61 
Silver coins* 

discontinuance of subsidiary, 47 
driven out of circulation, 46 
subsidiary, 49 

World Economic and Monetary Con- 
ference on, 63-64 
Silver com standard, 31-32 
Silver dollar 
Act of 1792, 44 
as fiat money, 50 
coinage of, 44, 51, 58, 64-65 
disappearance of, 48 
executive power over content, 68 
Pittman Act, 52 
weight of, 58, 63 
withdrawal and export of, 44 
Silver standards, types of, 31-34 
Small businesses, financing, 520 
Small loan companies, 454-456, 520 
Small loans, security for, 455 
Smith, George, contribution to banking, 
94-95 

Social Security Aot, provisions of, 377- 
379 

Spanish dollars, melting and coinage of 
heavier, 43, 44 
Specie payments* 
deferred resumption of, 40 
suspension of, 53, 84, 99, 417-419 
Specie Resumption Act, monetary pro- 
visions of, 49 
Speculation 
basis of booms, 37 
effect on foreign exchange, 414 
in money, 35-36, 46 

Speculative securities, barred froin bank 
investment, 247-249 


Split-ups, bank stock, 110 
Spot audits, nature of, 319 
Spot rate of exchange, 416 
Stabilization Fund, 371 
Stabilization of exchange value of dol 
lar, 61-62 

Stabilized standards, 35-37 
Standard 

abandonment of gold, 417-419 
bimetallic, 32-34, 58-59 
bimetallic bullion, 33 
bimetallic com, 33 
compensated, 35-37 
compensated bimetallic, 35-36 
compensated silver, 35 
compensated symmetallic, 36 
departure from gold bullion, 26-27 
“executive,” 67-68 
fiat, 37-40 
fiat exchange, 40-41 
fiduciary money, 24 
gold bars under bullion, 26 
gold bullion, 26-27, 39, 52-53, 66 
gold coin, 25-26 
gold exchange, 26, 27-30, 52-53 
inconvertible silver, 68 
“international,” 66 
paper money, 68 
post-war, 52-54 
stabilized, 36 
symmetallic, 34-35 
tabular, 36-37 
types of gold, 25-30 
Standard money, 
copper as, 25 

credit money contrasted, 24 
defined, 7-8, 16 
gold and silver as, 25, 30-31 
of England, 39-40 
of redemption, 13-14, 25 
Standard of value 
defined, 10-13 
of bimetallic standard, 32 
of United States, 50 
State bank* 
of Illinois, 93-94 
of Indiana, 92-93 
of Ohio, 92, 93 
State bank notes, tax on, 99 
State banks 
branches of, 301-302 
capital requirements for, 113 
change to national charter, 99, 120-121 
decline of, 100 
depreciated note issues of, 45 
development of, 45, 84, $5-87 
investment polioy of, 268 
membership in federal Reserve Sys- 
tem, 104 
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State banks ( Cont ) - 
mortgage lending by, 475-476, 481 
note-issue power of German, 577-57S, 
581 

number and resources, 105-106 
savings deposits of, 466 
suspensions, 45, 99 
trust departments, 91 
State guaranty of deposits, 189-190 
Statement analysis, methods of, 228-231 
States 

denied power of coinage and bill is- 
sues, 44 

paper money issues of, 44 
State supervision of banks, 314, 317 
Static ratios, 229 
Sterling bloc 
currency of, 40, 401 
defined, 419-420 
Stock' 

bank capital, 110, 140-142 
bank investments in, 263-265 
bonus, prohibited, 110 
certificates, 6 
common, 140 
dividends, 141 
exchanges, 518 
Federal Land Bank, 478-479 
Federal Reserve bank, 142 
national bank, 139-142 
provision regaidmg double liability of, 
127-128 

reduction of bank, 141-142 
registrar of, 503 
savings banks, 103, 465 
split-ups, 110 

Stockholders, bank, 125-127, 139-142 
Stock savings banks, 
as investment institutions, 103 
functions of, 465 
Subscriptions 
to bank stock, 118 
to Reserve bank stock, 142 
Subsidiary coins: 
copper, 9 
nickel, 9 

parity with silver dollar, 61 
silver, 10 

Subsidiary silver coins* 

Act of 1879, 50 
discontinuance of, 48 
redundancy of, 50 

to redeem fractional paper currency, 49 
Sul>tfe&suri£s, 98-99 
Suffolk System* 

Bank, 95-90 

basis of Federal Reserve System, 96 
development of, 89 
of note redemption, 95-96 


Superintendent of banking- 
functions of, 120 
supervisory powers of, 314, 317 
Supervision, bank, 308-309 
Supervisoiy authorities, classification of, 
312-318 
Surplus* 

bank, 139-141, 142 
of national banks, 170, 173 
Surplus requirements for banks, 118-119 
Suspension 

of banks, 97-98, 121-122 
of gold standard, 56-57 
of specie payments, 46, 53, 84, 99, 417- 
419 

Sweden: 

economic recovery of, 401 
managed credit system of, 401 
Switzerland, gold standard of, 54, 423 
Symmetallie standard* 
compared to bimetallism, 34-35 
defined, 34-35 

T 

Tabular standard* 
essentials of, 30-37 
limitations of, 36-37 
Taxes 

on Fedeial Land bank bonds, 478 
on State bank notes, 46-47, 99 
policy, 377 
reserve for, 164 
Roman, 76 

Temporary Federal Deposit Insurance 
Fund, 191 

“Term loans,” 219-221 
Testamentary trustee, corporate fidu- 
ciary as, 497 

Thomas Amendment to Farm Relief Act, 
10, 59-60, 374-375 
Time deposits: 
demand contrasted to, 76 
interest rates on, 464 
legal reserve against, 146, 147 
of savings banks, 463-464 
on balance sheet, 145-146 
stability of, 200 
Time drafts, 415-416 
Time loans, 207 
Token coins, 9, 40 
Trade bills, 492 
Trade dollar, 47 
Transfer agent, duties ot, 50& 

Transit : 

department, 276-277 
items, 276-277 
records, 278-280 
Traveler’s letter of credit, 436 
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Treasury: 

and national bank currency, 347 
bills, 263, 358-359 
cash, 348 
certificates, 358 
notes, 46, 61, 99, 263 
ownership of gold, 67 
powers over money market, 371, 374- 
375 

Secretary of (See Secretary of Treas- 
ury ) 

Treasury Deposit Receipts, Bank of Eng- 
land, 533-535 
Trust companies' 

as investing institutions, 507, 508, 514 
change to national charter, 120 
fiduciary services of, 489-504 
indirect investment by, 103-104 
investments of, 263 
mortgage lending by, 476, 485 
number and resources, 105-106, 491 
organization of, 491 
popularity of, 116 
Trust departments 

of commercial banks, 103-104, 105-106 
of state banks, 491 
Trustees 

corporate fiduciaries as, 497 
liability of, 498-499 
savings bank, 471 

under corporate deeds of trust, 503 
Trust funds 
commingled, 501 
investment of, 499-503 
Trust powers of national banks, 491-492 
Trust receipts, weaknesses of, 216 
Trusts: 

agreements, 500-501 
classification of, 497-498 
commingled funds of, 501 
investment division of, 501 
legal nature of, 490*491, 493-495 
personal, 495-496 
types of, 494-495, 497-498 
Two-name paper, 213-214 

U 

Underwriting, 245, 608 
Undivided profits: 
defined, 151 

of banks, 139-140, 171, 173 
treatment of, 162-164 
Unearned discounts: 
defined, 149, 156 

nature and treatment of, 149, 151, 162 
Unemployment Trust Fund (see Social 
Security Act) 

Unfunded trusts, 497-498 
Uniform Bill of Lading Act, 215 


Umform Negotiable Instruments Act, 
286 

Umform Small Loan Act, 451, 452-454 
United Nations, 444 
United States notes, 24, 46 
Universal Numerical System, 278 
Unlisted securities, marginal i equip- 
ments on, 217 
Urban mortgage loans 
rediscounting of, 485-486 
volume of, 254-256, 475, 482-487 
Usury laws 

exemption fiom, 451-453 
in Middle Ages, 76-77 
liability under, 205 

V 

Valuation of bond investments, 250-252 
Value 

common denommatoi of, 10-11 
exchange, 7 
measure of, 10-11 
of money, 7 

price distinguished from, 7 
Venture capital, 520 
Vice-president, duties of, 135 

W 

Warehouse receipts, 215 
Wartime credit policy, Federal Reserve, 
340-344 

Weekly statement of reporting member 
banks, statistics on brokeis’ loans, 
369 

Wholesalers, security, 508 
Wildcat banking, era of, 87-89, 92 
Wool Bank of Holland, 569 
World Economic and Monetary Confer- 
ence, 63-64 
World War, First: 
economic effects of, 29, 31, 310 
gold standard after, 52-54 
gold standard during, 52 
World War, Second* 

Bank of England, 531-535 
credit control during, 385-386 
discount market during, 543-545 
economic effects of, 173-174 
Federal Reserve credit policy during, 
340-344 

German occupation of France and the 
Netherlands, 548 

Government financing of exports dur- 
ing, 444 

international acceptance business, 545- 
546 

London clearing banks during, 537-540 
merchant banks during, 546 
taxes during, 385 
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